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STATE SOCIETY ACTIVITIES 











Calendar of Events 
No meetings scheduled for July 
and August. 





Prize Essay Winners 


In announcing the winning papers 
in the prize essay contest, the Com- 
mittee on Publications wish to ex- 
press their appreciation to the authors. 
The papers were received by the 
Committee, duplicated, and each 
member, of the Committee was fur- 
nished with copies of each paper. 
A number of the papers covered the 
subject so well that each member 
found it difficult to decide as to the 
rating merited by the respective 
papers; there was no unanimous 
opinion as to any one paper. There- 
fore, consideration was required to 
be given by the Committee as a 
whole to the ratings assigned by 
the various members. In this way 
we believe that we have given each 
author a fair determination of whether 
his paper deserved to be included in 
those for which prizes were avail- 
able. The three winning papers are 
being published in this issue and 
the other papers which the Com- 
mittee feel will be of interest to 
members of the Society will be 
published in subsequent issues. 
Winners of the 1943 Prize Essay Contest 
First Prize—$150.00 

“Accounting Principles and The 

Administration of the Federal 


Income Tax Laws” 
by Mitton Rinpter, C.P.A. 


Second Prizge—$100.00 
“Municipal Cost Accounting” 
by Junius PELTz 
Third Prize—$50.00 
“Accountants’ Responsibilities 
and the Criminal Law” 
by Boris KostELranetz, C.P.A. 


July, 1943 


Tenth Annual Regional Chapter 
Conference 


The Regional Conference held at 
the Hotel Syracuse, Syracuse, N. Y., 
on June 29-30, 1943, was the most 
successful Regional Conference in 
the history of the Society, both from 
the point of view of attendance and 
the calibre of the sessions. 

Papers presented by J. K. Lasser, 
Victor H. Stempf, Samuel J. Broad, 
Major Jacob B. Taylor as well as 
other speakers, will appear in the 
August issue of this publication. 

The subjects discussed included 
“Relief Provisions under Section 722 
of the Revenue Act of 1942,” “Rene- 
gotiation of Government Contracts,” 
and “Termination of Government 
Contracts.” 





American Institute of Accountants 
President George S. Olive, of the 
American Institute of Accountants, 
recently sent a letter concerning the 
activities of the Institute to all certi- 
fied public accountants of the United 
States who are not members of the 
Institute. The letter follows: 

This letter is sent to you in the 
belief that you will be interested in 
being informed about the progress 
of the national organization which 
in a sense represents you as a cer- 
tified public accountant. 

The membership of the Ameri- 
can Institute of Accountants now 
includes nearly 7,000 certified pub- 
lic accountants, having doubled in 
the past seven years. The circula- 
tion of its official magazine, The 
Journal of Accountancy, has also 
doubled in the same period, now 
exceeding 18,000. The Institute’s 
Accounting Research Bulletins, 
Statements on Auditing -Proce- 
dure, Proceedings of Annual Meet 
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ings, reach thousands of readers in 
addition to the membership. The 
library has answered 10,000 in- 
quiries this year, and has lent 
thousands of books and pamphlets 
to members. The permanent staff 
of the Institute’s office has grown 
to 36. 

This growth is indicative of the 
rapidly expanding prestige and in- 
fluence of the accounting profes- 
sion. Institute committees are 
working closely with War and 
Navy Department officials on aud- 
iting, termination and renegotia- 
tion problems. The tax committee 
is giving constructive aid in income 
and excess-profits tax legislation 
and administration. The man- 
power committee is working with 
Selective Service and other branches 
of the War Manpower Commission 
to facilitate most effective use of 
accountants in the war effort. 
Other commmittees are working 
on problems presented by govern- 
ment agencies and business and 
financial organizations. Institute 
representatives have testified before 
Congressional committees twice 
this year. References to Institute 
activities in the press become fre- 
quent and prominent. 


In close cooperation with state 
societies and state accountancy 
boards, the Institute works to up- 
hold high standards for the C.P.A. 
certificate. It has helped state or- 
ganizations to fight bad legisla- 
tion. It prepares the standard 
C.P.A. examinations, now adopted 
by 46 states and territories. 


In a word, to the extent its 
facilities permit, the national or- 
ganization is striving in every way 
to attain its stated objectives: to 
unite the accountancy profession ; 
to maintain high standards; to 
safeguard the interests of certified 
public accountants. 

As membership and resources 
increase, the job may be expected 
to be done even more effectively. 
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Any certified public accountant in 
public practice or equivalent work 
may apply for admission as a 
member or an associate of the In- 
stitute. Generally speaking, no 
further examination is required of 
applicants who obtained their 
C.P.A. certificates by written ex- 
amination, and the $10.00 applica- 
tion fee is waived in the case of 
members of state societies of cer- 
tified public accountants. Details 
concerning admission may be ob- 
tained by mailing the enclosed 
postcard. 





Durand W. Springer 


Many members of the Society will 
learn, with regret, that Durand W. 
Springer died on May 18th after a 
three year illness. 

The Board of Directors of the So- 
ciety, at its meeting on June 10th, 
passed the following resolution: 


“The Board of Directors of the 
New York State Society of Certi- 
fied Public Accountants records 
with deep sorrow the passing of 
Durand W. Springer whose life, 
over a long span of years, was ac- 
tively devoted to his country, his 
profession and to his fellow men. 
His greater efforts were expended 
towards strengthening the stand- 
ards and fostering the high ideals 
of the profession of accountancy 
throughout the United States. He 
served as Secretary of the Michi- 
gan State Board of Accountancy 
for twenty-five years; as Presi- 
dent and Secretary of the American 
Society of Certified Public Account- 
ants; and he was the first President 
of the Michigan Association of Cer- 
tified Public Accountants. During 
the last war he performed special 
work for the General Staff of the 
War Department. He also served 
as Educational Director of the 
Y.M.C.A. and in the Rehabilita- 
tion Division of the Federal Board 
for Vocational Education. One of 
his last contributions to the pro- 
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State Society Activities 


fession was his prominent part in 
the merger of the American So- 
ciety. of Certified Public Account- 
ants with the American Institute 
of Accountants. 

“His warm sympathies, his un- 
failing kindliness and helpfulness 
endeared him to the great many 
who enjoyed his friendship. His 
integrity of purpose, his fearless- 
ness, his great industry and his 
effective work for the profession 
were recognized generally and his 
opinions were regarded with the 
greatest respect. 

“His administrative talents, his 
wealth of experience and his coun- 
sel were earnestly sought and 
freely given by him. 

“His was indeed a useful, full 
and unselfish life. 

“We, his friends and profession- 
al fellows, extend to his devoted 


wife our profound and deeply felt 
sympathy in her bereavement. 
“These resolutions are ordered 
recorded in the Minutes of the 
Board and a copy thereof is to be 
presented to Mrs. Springer.” 





Paul A. Cullinan 
Paul A. Cullinan, a member of the 
Society since July, 1932, died on 
June 25, 1943, at the age of forty- 
eight, after a brief illness. 





Wilfred A. Schwarzmuller 
Word has just been received of 
the death of Wilfred A. Schwarz- 
muller on June 8th. Mr. Schwarz- 
muller was an associate member of 
the Society since May 1937. 


In their passing, the Society has 
suffered the loss of two valued and 
esteemed members. 














Somewhere... 


an American sailor’s life has just been saved by 
a transfusion of blood, collected by the Red 
Cross and put on his ship by the Red Cross. 
Remember this when you’re asked to give or 


give again to the RED CROSS WAR FUND 
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Directory of War Agencies 


The Office of War Information 
has issued a Handbook of Emergency 
War Agencies as a guide to federal 
agencies all of whose present func- 
tions are devoted to the prosecution 
of the war. The Handbook includes 
organizational outlines and names 
and addresses of officials of emer- 
gency war agencies, the War and 
Navy Departments and the Mari- 
time Commission. Copies of the 
Handbook are available from the 
Superintendent of Documents, Wash- 
ington, D. C., at 20 cents. 


Manpower Problems of the 
Profession 


In the May 22nd issue of the Wall 
Street Journal there appeared an 
article by F. B. Dezendorf, Staff Re- 
porter of the Wall Street Journal, 
which is reprinted below. This article 
is prepared independently by Mr. 
Dezendorf, and shows a recognition 
by the public of the problems which 
are confronting the profession. 

The job of keeping books for 
business has run into the man- 
power shortage. 

The supply of accountants to 
tally orders and billings, cash re- 
ceipts, income, taxes and the hun- 
dreds of other tasks, is extremely 
low. 

This year the lack of help delayed 
the issuance of many corporate re- 
ports. Next year these delays will 
be much more serious. Some ac- 
countants already have warned 
that it’s impossible to see how the 
reports for 1943 can be prepared 
with the reduced supply of ac- 
countants. 

The result may be a let-down in 


the thoroughness of the reports 
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from the high levels set by the 
corporations themselves, the Stock 
Exchange, the Securities and Ex- 
change Commission and the ac- 
countants. 

In a group of 30 companies, 
picked at random, 21 sent their re- 
ports to stockholders from three 
to 62 days later than in 1942. 


More Trouble Next Year 


It appears inevitable now that 
next year more companies will run 
into trouble getting out their re- 
ports, and the delays will be longer. 
This year a relatively few firms 
had to postpone stockholders’ 
meetings because of late reports; 
such action may be the rule next 
year. 

Preparing reports for stockholders 
is only part of the job for companies 
and their independent auditors. 
With that task done, auditors turn 
to the compilation of the volumin- 
ous annual report on Form 10-K 
which must be filed with the Se- 
curities and Exchange Commis- 
sion. This report goes into far 
greater detail than the one that 
stockholders receive. Depreciation 
schedules, reports for subsidiaries, 
lists of investments, are some of 
the things which make up a weighty 
tome. 

The Commission’s rules require 
that these reports be filed within 
120 days after the close of the year, 
although 60-day extensions may 
be granted. This year 360 com- 
panies, twice as many as in 1942, 
asked for additional time. 

This high total of late reports 
results from concentration of ac- 
counting work at the year-end and 
in the early days of the new year. 
Companies which operate on their 
“natural business year” and close 
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their books at some time other 
than the end of the calendar year 
find less competition for the serv- 
vices of accountants and are able 
to get out their reports with a 
minimum of delay. 

For this reason, the New York 
Stock Exchange and accounting 
organizations long have urged 
corporations to use their natural 
business year, rather than the 
calendar year. There hasn’t been 
any rush to switch to that basis, 
however. 


Accounting Tasks Multiply 


While manpower has shrunk, 
the work of handling accounting 
tasks has multiplied. 

This is particularly true for com- 
panies engaged in war work, al- 
though expansion of accounting 
staffs has been universal. 

Payroll deductions, immediately 
apparent to all employes, are but 
one of the added chores of com- 
pany bookkeepers. These deduc- 
tions have grown each year. Old- 
age benefit deductions, unemploy- 
ment insurance, payroll deductions 
for war bond purchases, sums 
taken out for hospitalization and 
insurance premiums and the Vic- 
tory tax withholding are just a 
few of the subtractions which must 
be made from the base amount 
earned by the employe. For many 
companies there are numerous 
other deductions. One company 
says that at one of its plants it was 
possible for an employe to author- 
ize a maximum of 17 deductions 
from his pay-check. 

With the employes’ pay out of 
the way, accountants must pre- 
pare the answers to hundreds of 
questionnaires from various Gov- 
ernment agencies, make monthly 
reports to the Office of Price Ad- 
ministration; prepare reports to 
the Securities and Exchange Com- 
mission if any change is made in 
capital, or for many other reasons, 
pay real estate taxes, and do alli 
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the other jobs attendant on run- 
ning a business. 


Expansion in Staffs 


In many cases, too, it has been 
necessary to revise accounting 
methods, if a plant is doing war 
work, so that when the renegotiators 
of war contracts arrive, the informa- 
tion will be available in the proper 
form for them to measure the work 
done and the profits realized. 

This increase in the work of 
company auditors has forced ex- 
pansion in their staffs. Some short- 
age of accountants was evident last 
year, but usually it was possible 
to get workers by hiring women. 
Now even that supply is dwindling, 
and the pinch is growing. 

The result may be a set-back in 
accounting practices which have 
been improved steadily in recent 
years. 

Since 1938 the scope of the exami- 
nation of corporate accounts had 
widened. This took place after it 
became apparent that the public 
and stockholders had assumed this 
checking went further than it ac- 
tually did. 

As the work broadened, it was 
realized that if the company itself 
did more work, the outside ac- 
countants could do less, and thus 
produce the same thorough examina- 
tion more cheaply. So a general 
expansion of companies’ own 
auditing staffs has taken place, 
which still further depletes the 
workers available to the big ac- 
counting firms. 

Checking of receivables—one of 
the points stressed in the more 
thorough scrutiny of accounts — 
has run into a dead-end on war 
business. In checking amounts 
due to a company, accountants 
send a statement to the customer, 
asking if the amount shown on 
the company’s books as due are 
correct. The Army, the biggest 
customer of many companies— 
can't spare the time to confirm the 
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amounts it owes, so that part of 
the check is stopped. 

Loss of employes for accounting 
firms has been most severe for 
those employing young men. Their 
are no figures covering the pro- 
fession on a country-wide basis, 
but a check by one accounting or- 
ganization shows losses running 
as high as 50%. In one extreme 
case, a small firm of four partners 
and 12 employes was cut to a total 
staff of three partners. It had spe- 
cialized in the use of young men, 
however, so it was unusually vul- 
nerable to the draft. 


ing school graduates and trained men 
has been offset by the use of 
women to some extent. The trou- 
ble is that for years male accounting 
teachers have warned prospective 
female students that the profes- 
sion had little to offer women, and 
discouraged them from pursuing 
their studies. Now they wish 
there were more of them. 
Experiences vary in the employ- 
ment of women. Some auditors 
report they are better than men at 
the same stage of training; others 
place them on par, while still others 
shake their heads dolefully when 
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Accounting Principles and the Admunistra- 
tion of the Federal Income Tax Law 


By Mitton RInpier, C.P.A. 


CCOUNTANCY has been defined 

as “the work or art of an account- 
ant.”9) That definition can scarcely 
be accepted if applied to the profes- 
sion as it is practiced today. I am 
inclined to think that accountancy 
has attained the status of a science, 
namely, a “knowledge gained and 
verified by exact observation and 
correct thinking especially as meth- 
odically formulated and arranged in 
a rational system.” ) 

A science, however, has a body 
of fundamental principles which can 
be and usually are, clearly set forth 
as the basis for its doctrines and 
laws. There seems to be consider- 
able doubt as to whether the profes- 
sion can formulate such a set of 
principles, if the word principle is 
used in its restricted meaning as a 
general or universal truth.“) Gen- 
erally, however, we use the term 
“accounting principles” as it has 
been understood in governmental 
rulings and court decisions, as en- 
compassing standards, rules, doctrines 
and conventions. 

It is in this sense that we certify 
that financial and operating state- 
ments have been prepared “in con- 
formity with generally accepted ac- 
counting principles.” But what do 
we mean by “accepted” or “sound” 
accounting principles? One would 


assume that a uniform set of princi-* 


ples has been prepared by leading 
practitioners and subscribed to by 
the majority of certified public ac- 
countants, to be referred to as an 
authoritative guide in the event of 
disputes or controversy. 

Such formulations as have been 


promulgated have been generally for 
public commissions and regulatory 
bodies. Independent statements of 
principles have been prepared but 
in the main, they are neither com- 
plete nor representative of the pro- 
fession as a body. Most of these 
statements are gropings which are 
described by their authors as tenta- 
tive or partial. 

It is true that the Committee on 
Accounting Procedure of the Ameri- 
can Institute of Accountants has 
prepared excellent bulletins on prin- 
ciples and procedure. But the promul- 
gation of a full and complete body 
of principles is difficult, as the Com- 
mittee observes (Bulletin #7), and 
delay in formulation is inevitable. 

Unfortunately, the profession is 
now reaping the evil consequences 
of its failure to compile an authori- 
tative body of at least those princi- 
ples which govern the computation 
of net income. The accountant has 
not answered the call of the federal 
income tax law for guidance in this 
respect. In framing the tax law, 
Congress realized true net income 
could only be ascertained by the ap- 
plication of sound accounting pro- 
cedure and principles. The intention 
of the legislators to delegate to the 
accountant all problems involved in 
the proper determination of income, 
is clearly reflected in specific pro- 
visions of the law. 

One finds on investigation, how- 
ever, that in the practical adminis- 
tration of the law, these problems 
are resolved by the Treasury De- 
partment or the courts, without, in 
most cases, any reference to ac- 


(1) Funk and Wagnalls New Standard Dictionary. 


(2) Tbid. 


(3) Accounting Concepts of Profit by Stephan Gilman (Ronald Press 1939). 
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counting authorities. As a result, 
the accounting profession has_be- 
come an interested spectator instead 
of a participant in the formulation 
of accounting principles as they affect 
the computation of net income. 

The first income tax laws were 
crude and oversimplified and ignored 
the accounting methods then being 
used to determine true net income. 
The corporation tax law of 1909 was 
attacked in a circular letter addressed 
to Congressmen by leading account- 
ants who termed it “absolutely im- 
possible of application” and stated 
that certain provisions “violate all 
the accepted principles of sound ac- 
counting.” 

The 1918 Act imposed heavy taxes 
on income and an attempt was made 
to improve on earlier laws in the 
computation of net income. In fact, 
Section 212(b) of that law was sub- 
stantially the same as Section 41 of 
the present law, which reads: 

“The net income shall be com- 
puted—in accordance with the meth- 
od of accounting regularly employed 
in keeping the books of such tax- 
payer, but if no such method of ac- 
counting has been so employed, or 
if the method employed does not 
clearly reflect the income, the com- 
putation shall be made in accord- 
auce with such method as in the 
opinion of the Commissioner does 
clearly reflect the income * * *,” 

Similarly, Section 42 which has 
been in effect for all practical pur- 
poses since the 1918 Act, reads: 

“The amount of all items of gross 
income shall be included in the gross 
income for the taxable year in which 
received by the taxpayer unless 
under methods of accounting per- 
niitted under Section 41, any such 
amounts are to be properly accounted 
for as of a different period.” 

Section 43 also relies upon the 
taxpayer’s method of accounting for 
the determination of deductions and 
the interpretation of the terms “paid,” 
“accrued” and “incurred.” That 
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section significantly adds “unless in 
order to clearly reflect the income 
the deductions or credits should be 
taken as of a different period.” 

Under Section 22(c) of the pres- 
ent tax law, inventories are to be 
taken upon a basis “conforming as 
nearly as may be to the best ac- 
counting practice in the trade or 
business and as most clearly reflect- 
ing the income.” 

Section 48(c) sets forth the rule 
that the terms “paid or accrued” and 
“paid or incurred” as used in the 
law “shall be construed according 
to the method of accounting upon 
the basis of which tne net income 
is computed * * *.” 

These citations should convince 
the accountant that he has been ap- 
pointed arbiter of what constitutes 
proper methods and rules for the 
determination of true net income. 
The role of the accountant in in- 
come tax is further indicated by the 
Treasury Department’s interpreta- 
tion of the law. Section 19.41.2 of 
regulations 103, states: 

“Approved standard methods of 
accounting will ordinarily be re- 
garded as clearly reflecting income.” 
Section 19.24.5(b)4 of regulations 
103, refers to charges which “* * * 
are under sound accounting princi- 
ples, chargeable to capital account.” 

Most of these provisions have 
been in effect in substantially the 
same form for twenty-five years. 
By this time, one would conclude 
that the Treasury Department, the 
Tax Court and other courts. would 
look to the accounting profession for 
guidance in resolving questions in- 
volving the “clear reflection of in- 
come.” It is the accountant who 
must devise and maintain methods 
of accounting. If the method in 
use does not properly reflect net in- 
come, it is unsatisfactory for ac- 
counting purposes as well as for in- 
come tax computation. If it is based 
upon sound accounting principles, 
then it should be beyond the power 
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Accounting Principles and the Administration of the Federal Income Tax Law 


of the Treasury Department or the 
cecurts to question the net income 
thus ascertained. 

With this precise direction in the 
law, one would expect to find in de- 
cisions concerning accounting meth- 
ods, constant reference to account- 
ing authorities and practice. On the 
contrary, I find few such references 
in cases where the problem is en- 
tirely within the province of the 
accountant. 

The federal income tax law still 
permits a business to report on a 
cash basis, when inventories are not 
necessary to compute net income. 
The accountant knows the inade- 
quacy of the cash basis and it is 
only in rare cases of sizable busi- 
ness income that the accountant 
uses it in the preparation of state- 
ments. Unsatisfactory as this basis 
is to accountants in practical use, 
we find that Treasury rulings and 
court decisions have not improved 
it. On the contrary, the decisions 
have created a hybrid method which 
causes increased distortion of net 
income. 

Income received during the tax- 
able year constitutes taxable in- 
come to a cash-basis taxpayer, even 
though attributable to future years. 
Cash expenditures, however, are not 
fully deductible, if applicable to 
future years. In the case of Com- 
missioner v. Boylston, the court 
reversed its previous ruling on the 
same question and decided that a 
taxpayer on the cash basis must 
prorate prepayments of insurance 
premiums so that only the amount 
applicable to the taxable year can‘ 
be deducted. The court felt that 
such prepayments like advance pay- 
ments of rent, bonuses on leases and 
commissions for negotiating leases 
should be allocated to the years in- 


(4) CCA—Ist #3783—Dec. 11, 1942. 


volved to prevent distortion of in- 
come. There was no reference to 
accounting authority or to the fact 
that the taxpayer under a Supreme 
Court decision®) would be required 
to report during the taxable year, 
income received in advance without 
restriction as to its use or disposi- 
tion. Moreover, payments made 
long after the expense or loss has 
been incurred, are ordinarily de- 
ductible by cash basis taxpayers in 
the year of payment. Accountants 
would hardly agree that this treat- 
ment results in a clear reflection of 
income. 

Without further discussion, one 
might conclude that this mangling 
of net income can only occur in the 
cash basis method, which is seldom 
reliable in establishing operating re- 
sults. However, the same Supreme 
Court ruling on advance payments 
is applied to those on the accrual 
basis. 

In the case of Renwick et al Trus- 
tees, the court ruled that a bonus 
or advance rental received without 
restriction as to its disposition, use 
or enjoyment, was taxable in full 
in the year received. On the other 
hand, it ruled that commissions paid 
for negotiating the lease were to be 
deducted over the term of the lease. 
The court ignored testimony as to 
accounting principles which advo- 
cated spreading rent received in ad- 
vance over the period of the lease. 
This ruling was followed in other 
cases, whether the taxpayer was on 
the cash basis or the accrual basis.‘ 

In the case of E. B. Elliott Co.“ 
the petitioner in the advertising 
business received payments on con- 
tracts to be performed after the tax- 
able year. The Board of Tax Ap- 
peals ruled that all of such payments 
were taxable in the year of receipt. 


(5) North American Oil Consolidated v. Burnet (1932) 286 U.S. 417 (52 S. Ct. 613). 





(6) 16 AFTR 1111, affirmed CCA 


7-87 F (2d) 123. 


(7) C. H. Mead Coal Co. 31 BTA 190 and W. M. Scott et al 27 BTA 951 and 
Hudmet Brownlee Realty Co—Docket * 106490—Sept. 28, 1942. 


(3) 45 BTA 82. 
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The fact that the taxpayer was on 
the accrual basis and had entered 
the advances as deferred income, 
bore no weight; the sole test was 
whether the advances had been re- 
ceived without restriction as to their 
disposition. 

The same conclusion was reached 
in a case where realty had been 
leased for ten years and an advance 
payment received.? The amount 
of $75,000. received in advance was 
entered in an account called “Ten- 
ants’ Future Rents—Deposit”. In 
the event of termination of the lease 
otherwise than by default of the 
lessee, the advance was to be re- 
turned. Moreover, the lease pro- 
vided that the lessor was to pay in- 
terest at 6% on the payment. In the 
face of these conditions, the entire 
advance rental was taxed in the year 
of receipt. 

However, if such an advance is re- 
ceived as a deposit to secure lessee’s 
performance, even though it is to be 
applied as rent in the final year of 
the lease, the receipt is not income.“ 

Thus, while expenses incurred in 
securing the lease must be prorated 
over the term of the lease and only 
that portion of expenditure applic- 
able to the taxable year can be de- 
ducted, on the accrual basis, the tax- 
payer may be required to report rent 
received for the next three years. In 
the last years of the lease, he will 
show no income but will continue to 
deduct expenses. 

Is this a fair interpretation of Sec- 
tion 42 of the law which states that 
income is to be reported in the year 
received “unless under methods of 
accounting permitted under Section 
41”, it is to be “propertly accounted 
for as of a different period”? Both 
accountant and lawyer will agree 
that the advance rental is income re- 
ceived without restriction, but the 


(9) Com. v. Lyon—97 F (2d) 70 (1938). 


(10) Clinton Hotel Realty Corp. CCA 5 
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important question which is purely 
one of accounting, is: In what year 
or years is such income to be re- 
flected? 

Under the accrual basis of account- 
ing an endless chain of cases has 
arisen involving the proper applica- 
tion of the word “accrued”. Here 
again it seems apparent that the tax 
law uses the word in its accounting 
sense and the problem as to its cor- 
rect interpretation is within the 
domain of the accountant. 


In the case of U. S. v. Anderson et 
al,“!) the Supreme Court set a prece- 
dent in its ruling that a tax had 
accrued and was deductible when all 
the events had occurred “which fix 
the amount of the tax and determine 
the liability of the taxpayer to pay 
it’. The Court indicated that the 
term “accrued” was to be applied in 
its “economic and bookkeeping sense.” 


However, the Court’s definition of 
“accrue”, satisfactory as it may be 
in the rendering of a true statement 
of financial condition, is not compre- 
hensive enough to apply to all 
phases of accrual as it applies to 
statements of income. The defini- 
tion contemplates a total deduction 
at one specific time, whereas the ac- 
countant recognizes the need for 
spreading deductions over the period 
for which they are paid. The period 
may fall within two taxable years so 
that the item in question should not 
be fully deducted in the year of lia- 
bility. 

Following this decision, the Board 
of Tax Appeals attacked the same 
problem in Ernest M. Bull, Exe- 
cutor, v. Commissioner.“!2) The 
Board, in that case, made a com- 
mendable study of the meaning of 
“accrue” as used in the determina- 
tion of net income. In the course of 
its decision, the Board noted: 


(1942). 128 F (2d) 968 reversing 44 BTA 


(11) 269 U. S. 422—46 S. Ct. 131 (Jan. 1926). 


(12)7 BTA—933 (August 1927). 
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“* * * that the word “accrue” is 
fraught with confusion because it 
expresses no certain concept. In law 
it has long been used in respect of 
rights and obligations which are said 
to accrue when they become enforce- 
able. In accounting, it may be vari- 
ously used with equal authority to 
refer to a right or liability fixed in 
amount, or certain in all respects 
except amount, or to an apportion- 
ment of a right or liability which 
runs hand in hand with a matter 
upon which it depends * * *. But 
short of this, what is meant when an 
item is accounted for as accrued de- 
pends upon the system of account- 
ing in which it appears and the 
breadth of the accountant’s con- 
cept”. The Board went on to point 
out that the word accrue must be 
defined in consonance with the “more 
fundamental purpose to tax that 
which a proper system of accounting 
should clearly reflect as net income”. 
Had this reasoning been followed, 
the decisions on advance payments 
for rent or services, heretofore dis- 
cussed, might have been different. 

In the application of the law to 
interest accrued and salary accrued, 
we find little distortion of annual net 
income. This is apparently due, to 
the fact that the amount legally ac- 
crued coincides with the amount 
properly attributable to the period 
for which the statement of income is 
prepared. The accumulated unpaid 
salary or interest set up by the ac- 
countant as a charge against opera- 
tions is generally the amount for 
which a legal liability has been in- 
curred. Hence, the legal approach 
to the question of accrual of such 
items would ordinarily vield a solu- 
tion satisfactory to the accountant. 
Divergent paths, however, are likely 
to be taken in accruing unascer- 
tained fees or salaries covering serv- 
ices performed over several years. 

In the case of taxes, the word ac- 
crue has indeed brought confusion. 


The tendency has been to follow the 
Supreme Court’s rule in the Ander- 
son case, already quoted, whereby 
the tax accrues when all the events 
have occurred which fix the amount 
and determine the liability of the 
taxpayer. 

Hence, state franchise taxes are 
deductible in full by a taxpayer on 
the accrual basis on the first date 
that the corporation incurs liability 
therefor under the applicable state 
law. In New York State the corpo- 
ration franchise tax is imposed for 
the exercise of the corporate fran- 
chise each year beginning November 
first. If a corporation is engaged in 
business on that date, it has incurred 
liability for a full year’s tax and may 
continue in business until the suc- 
ceeding October thirty-first without 
further liability. Therefore, the Treas- 
ury Department has ruled that the 
New York franchise tax is fully de- 
ductible in the year in which No- 
vember first falls. Apportioning the 
tax over the months in the year is 
not permitted for tax purposes. 
Thus, if a corporation files on the 
calendar vear basis, it would deduct 
the full tax legally accrued on No- 
vember first. If it then changed its 
fiscal year to a vear ending October 
thirty-first, it is permitted no de- 
duction in the return for the ten 
month period. 

An indication of the effect of such 
rulings on accounting procedure is re- 
vealed by Robert H. Montgomery,“%) 
who says: “* * * it is preferable 
accounting procedure to reflect the 
prepaid portion of such taxes.” He 
then adds the modification that the 
accountant will hardly object to the 
client’s use of the Treasury Depart- 
ment’s treatment of such taxes ex- 
cept in cases of great variation. His 
conclusion to this discussion, how- 
ever, is: “The only correct rule is 
to apply the tax burden to the period 
or periods affected.” It seems to me 
that there is no need for compromise 


(13) Auditing, Theory and Practice (Ronald Press) Revised 1940. 
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where there can be but one method 
of clearly reflecting income. 

The New York City Gross Re- 
ceipts Tax is imposed upon persons 
carrying on business during the year 
beginning July first. The tax is 
computed on the receipts of the pre- 
vious calendar year. The Treasury 
Department allows the full accrual 
and deduction of this tax on Decem- 
ber thirty-first preceding the date of 
filing the city return, and permits 
no allocation. 

Similarly, the capital stock tax of 
the federal government is imposed 
on corporations doing business on or 
after July first of any year. If the 
corporation was doing business on 
that date, it is permitted the full 
deduction of the tax in the fiscal 
year in which that date falls. In 
the case of a new corporation organ- 
ized during the capital stock year, 
the tax accrues, according to the 
Department, on the date of organi- 
zation." This makes it possible 
for a new corporation to have the 
benefit of two deductions for capital 
stock tax. If it organized on Janu- 
ary 1, 1942, it would be allowed a 
deduction for the capital stock tax 
year ending June 30, 1942 and a 
second deduction for the capital 
stock tax year beginning July 1, 
1942, provided the fiscal year of the 
corporation ended after that date. 

Application of this principle that 
certain taxes accrue on a specific 
date and are fully deductible on that 
date, has resulted in a great variety 
of decisions in the case of property 
taxes. These taxes are computed 
by reference to valuation on a fixed 
date and do not apply on the basis 
of ownership during a period. In 


(14) Mim. 5319 C.B. 1942—1. 


discussing property taxes from the 
accountant’s standpoint, the Com- 
mittee on Accounting Procedure of 
the American Institute of Account- 
ants, states: 

“As a general proposition it would 
appear that the most acceptable 
basis of providing for property taxes 
is for the company to accrue such 
taxes on its books monthly during 
the fiscal period of the taxing au- 
thority for which they are levied.” 


Some decisions have followed this 
procedure.“® In the Citizens Hotel 
case, the Court supports this method 
by reference to “sound accounting 
principles,” and the fact that Sec- 
tion 41 of the law places the clear 
reflection of income above every 
other factor. In the Bernheimer 
case,“7) the Board rejected the Com- 
mission’s theory that real estate tax 
accrued in full on the date the lien 
attached. The taxpayer: was per- 
mitted to prorate the tax on a monthly 
basis and ‘the Board said: “This 
action we believe to have been 
proper and to have been in accord 
with the principles of accrual ac- 
countancy.” 

On the other hand, the Bureau 
of Internal Revenue has held con- 
sistently that property taxes accrue 
and are deductible in full on the 
date of assessment or on other fixed 
dates, such as the day when certi- 
fied assessment rolls are delivered 
to the collecting officer in the case 
of New York City real property 
taxes.78) The Bureau will not allow 
allocation of these taxes over any 
period. The Board has also refused 
allocation where the taxes had be- 
come a lien on the property.“9) In 
fact, the accrual date has oscillated 


(15) Accounting Research Bulletin No. 10. 

(16) Carondelet Bldg. Co. Inc., v. Fontenot (CCA—5) 111 F (2d) 267, and Citizens 
Hotel Co. v7. Com. (CCA—5) #10109—April 6, 1942. 

(17) 41 BTA 249—S. E. and M. E. Bernheimer Co. sustained by CCA 2d (121 F 2d 


454). 
(18) T T 3527—1942—4— 10964. 


(19) Crown-Zellerbach Corp.—43 BTA 541—(Feb. 1941) (Dismissed CCA—9— 


1942). 
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from the day of assessment to the 
date lien attaches, and the date when 
taxable status of owner is deter- 
mined. 

The proper accrual of such taxes 
is still undecided, although the Su- 
preme Court has in the Supplee case 
set the stage for a new rule.® The 
case involved a taxpayer on the cash 
basis who had purchased realty after 
the property tax had become a lien. 
The purchaser had sought to deduct 
the tax when paid, but the Court 
ruled against such a deduction on 
the ground that a “pre-existing lien 
or personal liability for the tax on 
the part of a vendor is sufficient to 
foreclose a subsequent purchaser 
who pays the amount necessary to 
discharge the tax liability, from de- 
ducting such payment as a ‘tax 
paid’.” This, the Court observed, 
applied even though the parties had 
agreed to an apportionment of the 
tax, and the purchaser had in this 
case, paid his pro rata share on the 
basis of the fiscal vear for which 
the tax was due. The tax thus paid 
by the purchaser, according to the 
Court, was an addition to the cost 
of the property. 

As affecting accrual of realty tax 
on a monthly or periodic basis, the 
Court’s concluding remarks will prob- 
ably become the basis for permitting 
tax deduction in full on the date of 
liability or lien and rejecting all 
allocations over a period. The Court 
said: 

“And it is misleading to speak 
of real estate taxes as ‘applicable’ 
to the fractional part of a tax period 
following purchase. Such taxes are 
simply one form of raising revenué 
for the support of the government. 
They are not like rent, nor are they 
paid for the privilege of occupying 
property for any given period of 
time.” 


The Court takes no judicial notice 





of the fact that such taxes are uni- 
versally imposed annually. The fact 
that buyer and seller invariably ap- 
portion realty taxes over the year 
of the taxing authority indicates 
clearly that they regard the tax as 
a proper charge against the income 
accruing during the year. The Court 
has given no consideration to Sec- 
tions 41, 43 and 48(c) of the income 
tax law which use as a criterion in 
ascertaining deductions for any pe- 
riod, the method of accounting in 
use. I cannot conceive of anv ac- 
counting method which would charge 
to the cost of property the amount 
of current realty tax assumed by 
the buyer and applicable to his pe- 
riod of ownership. 

It is interesting to note that the 
basis of the Supreme Court deci- 
sion was mainly that sentence in 
the Treasury regulations which reads: 
“In general, taxes are deductible 
only by the person upon whom they 
are imposed.” Yet, the District 
Court!) and the Circuit Court of 
Appeals,°*? in considering the same 
case had given consideration to that 
principle and had reached the con- 
clusion that the purchaser should be 
permitted to deduct the tax appor- 
tioned to his period of ownership. 
In fact, the District Court used these 
words: 

“Tt probably will be a surprise to 
many dealers in real estate to learn 
that it is the Government’s conten- 
tion that the purchaser may not so 
deduct his proportion of the taxes 
but must capitalize the amount as- 
sumed and paid by him as a part of 
the cost of the purchase.” This 
Court pointed out that there was 
nothing in the statute restricting the 
tax deduction to the person upon 
whom the tax is imposed. If there 
were, the Court observed, it would 
be inclined to allow the tax paid by 
the purchaser for his current period 


(20) Magruder v. Supplee—62 S. Ct. 1162—May 25, 1942. 


(21) Supplee v. Magruder—36 F. Supp 


. 722—Jan. 1941. 


(22) Magruder v. Supplee—CCA—4—123 F (2d) 399. 
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as a deductible expense. The Dis- 
trict Court was applying Section 43 
of the law properly when it spoke 
of a proper accounting of income as 
the prime factor in its decision, over- 
shadowing the fact that the pur- 
chaser was not, under the local stat- 
ute, directly liable. In conclusion, 
the Court said: 

“We must bear in mind that we 
are applying the federal statute and 
the accounting is between the tax- 
payers and the federal government.” 

If the Treasury Department and 
the courts took full cognizance of 
Section 43 of the income tax law 
with its unequivocal provision as to 
when deductions shall be taken, 
more attention would be devoted to 
accounting methods and to the terms 
“deferred charges” and “deferred in- 
come” as used in the accrual basis 
of accounting. The resulting deci- 
sions would necessarily be in accord 
with the true purpose of the law. 

In the case of a sale of real prop- 
erty, if the vendor had set up the 
tax for the ensuing year of the tax- 
ing authority as a liability, his ac- 
countant would allocate the tax to 
the following period by charging 
the proper portion to deferred charges. 
As for the purchaser, the tax at- 
tributable to the period before pur- 
chase would be included in the cost 
of the property, although it is more 
likely that this portion would be 
assumed by the vendor and not re- 
flected on the books of the purchaser. 
The remaining portion would be at- 
tributable to and properly charge- 
able against the rents to be received 
for the remainder of the taxable year 
by the purchaser. 

Changes in the taxpayer’s fiscal 
year or in the locality’s date of lien 
or liability should not affect the de- 
termination of true net income. The 
tax procedure in such cases, how- 
ever, would result either in no de- 
duction for taxes or in a double de- 
duction in one year. 


(23) Accounting, Theory and Practice 
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There are many other questions 
arising under the income tax law 
which would call for revised treat- 
ment if approved standards of ac- 
counting are to be applied. The 
present tax procedure in the case 
of litigated income, interest on addi- 
tional taxes of prior years, refunds 
of taxes of prior years and fees or 
salaries fixed in a year following the 
services, call for further considera- 
tion. I believe, however, enough 
has been revealed to indicate that 
the present tendency is to disregard 
accounting methods and principles 
in the face of the legislative provi- 
sion for strict adherence to proper 
accounting practice. 

In these tax decisions, there is 
entirely too much emphasis placed 
upon legal accrual rather than ac- 
counting accrual. In discussing the 
sphere of action of the lawyer and 
the accountant, Roy B. Kester says: 

“The determination of what are 
the rights of the several parties to 
the creation, exchange and ultimate 
consumption of a product is the 
field of law, more particularly busi- 
ness law. The determination, by 
means of its records, of the value, 
the amount, or the size of that right 
is the province of accountancy.’’?? 

As soon as the legal right to a de- 
duction or income has been deter- 
mined, the Treasury Department 
and the courts are duty bound under 
the income tax law to refer to the 
accounting profession, the problem 
with respect to the amount of such 
rights and liabilities and the period 
or periods in which they are to be 
reported. The decisions herein cited 
plainly exhibit that this procedure 
is not being followed. 

The accountant must assume par- 
tial responsibility for this state of 
affairs. As far back as 1927, the 
Board of Tax Appeals said in the 
Bull case (cited herein) that a study 
of the word “accrue” is “fraught 
with confusion.” The accounting 


Ronald Press—1920. 
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profession has had ample time to 
make known its views not only on 
accrual but on such related items 
as deferred charges, prepaid items 
and deferred credits. 

Moreover, the accounting profes- 
sion should long since have pro- 
tested the absence of reference to 
acounting authorities in the settle- 
ment of questions involving income 
and deductions which under the law 
are to be determined by the method 
of accounting employed by the tax- 
payer or by such method as clearly 
reflects income. 

Many years ago, Paul Esquerre 
said: “Accounting is essentially a 
militant science; if it remains pas- 
sive, it must die. To live, it must 
war incessantly against carelessness, 
ignorance, inefficiency * * *,”(?4) 

It is incumbent upon the account- 
ant to actively enter upon the role 
assigned to him by the income tax 
law. The accountant is regularly 
engaged in preparing for business, 
statements reflecting correct income 
in accordance with approved stand- 
ards of acounting procedure and ac- 
cepted accounting principles. The 
income tax law asks for the appli- 
cation of the same methods in ascer- 
taining net income for tax purposes. 
Aside from exempt income and spe- 
cific non-allowable deductions, the 


net income should be the same in 
both instances. If there is a differ- 
ence, or if the income tax tribunals 
do not agree with the methods and 
principles used by the accountant, 
it is the responsibility of the latter 
to leave no stone unturned in assert- 
ing and proving his case. Com- 
placency and apathy in the face of 
assaults against accounting princi- 
ples and practice have cast the ac- 
countant out of his proper place in 
the administration of the federal in- 
come tax law. 

The accounting profession must 
formulate at least those principles 
of accounting which are in use in 
the preparation of statements of net 
income. ‘The accountants as a body 
should be prepared to defend those 
principles against attack and de- 
struction, and to vehemently protest 
the infusion into tax procedure of 
principles unacceptable to the ma- 
jority of accountants. In cases in- 
volving medical or engineering prin- 
ciples, the courts will unquestion- 
ably accept, as the foundation for 
their decisions, the truths recog- 
nized by the professions dealing 
with those principles. There is then 
no reason why the principles of the 
accounting profession should be ig- 
nored in cases dealing with the rules 
and procedure of accountancy. 
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(24) The Applied Theory of Accounts (1914) Ronald Press. 
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Municipal Cost Accounting 


By Juttus PELtTz 


HE possibilities of the applica- 

tion of cost accounting princi- 
ples to municipalities came to the 
attention of most public administra- 
tors after the value of cost account- 
ing had been demonstrated in pri- 
vate industry. Industrial concerns, 
by reason of competition and neces- 
sity of maintaining credit or borrow- 
ing power, have been compelled to 
install cost accounts. Municipali- 
ties, largely because of their prac- 
tically perpetual income in the way 
of taxes, have been slower to adopt 
such methods. 

To date, the application of cost 
accounting in city governments has 
not been developed to anything like 
the extent it has in industries. In 
fact, some of the larger cities in the 
United States are, at the present 
time, still not very far advanced 
in the use of cost accounting. 

However, that cost accounting in 
municipalities is of increasing inter- 
est and necessity may be shown by 
the many researches and _ studies 
undertaken by governmental bodies, 
by the increasing attention of munici- 
pal accounting and finance officers, 
by the enactment of statutes requir- 
ing the establishment of such sys- 
tems, and, by what is one of the 
goals of cost accounting, the actual 
savings resulting from its use. 


A. Definition of Municipal 

Cost Accounting. 

Basically, cost accounting as used 
in industry, and cost accounting as 
used in municipal government are 
the same. 

“Now, when we speak of mu- 
nicipal cost accounting, we may 
just as well drop the word ‘munici- 
pal’—cost accounting is cost ac- 
counting whether in government 
or industry. The principles in- 


volved in municipal cost account- 
ing are essentially the same as 
those involved in industrial cost 
accounting. Let us start with a 
definition: Cost accounting is 
that method of accounting which 
provides for the searching out and 
recording of all the elements of 
costs incurred to attain a purpose, 
to carry on an activity or opera- 
tion, or to complete a unit of work 
or specific job.”! 


In other words, cost accounting 
is nothing more than the proper 
analysis and recording of all costs 
that go to produce a unit of any 
given product. Thus, in speaking 
of municipal cost accounting, the 
same principles of cost accounting 
are involved with a difference only 
in the entity that is producing the 
work or carrying on the activity. 

Cost accounting is a branch of 
general accounting. It deals with 
departmental and institutional ex- 
penditures, particularly with expen- 
ditures for operation. It goes into 
greater detail with reference to these 
expenditures than does general ac- 
counting. That is, cost accounting 
begins where general accounting 
leaves off, and carries the expendi- 
ture analysis back to the unit basis. 

In so doing, it relates the ex- 
penditure to the amount of work 
done. Each activity is divisible into 
operations which in turn are meas- 
ureable. The costs are first allotted 
to the activities or operations. The 
direct costs are chargeable directly ; 
the indirect costs are necessarily ap- 
portioned to arrive at the true costs 
as accurately as careful estimation 
makes possible. The costs of the ac- 
tivity or operations are then divided 
among the units of measurement to 
obtain the cost per unit. 


1A. E. Neale, “Aspects of Accounting as Related to Internal Management,” Conference 
on Municipal Accounting and Financing of American Institute of Accountants, March 1938. 
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Municipal Cost Accounting 


There are three important distinc- 
tions between a general accounting 
system and a cost accounting sys- 
tem. 

1. The main distinction is that 
under a cost accounting system all 
the elements which go to make up 
the cost of carrying on the activity 
are allocated to the activity, whereas 
under a general accounting system 
certain elements of cost, such as 
overhead, are not likely to be allo- 
cated. For example, in the activity 
of garbage collection, at least part 
of the salary of the head of the 
bureau of sanitation should be allo- 
cated to this function. Yet, under 
a general accounting system, the 
salary of this official is charged to 
a separate account (Supervision), 
and none of the activities carried on 
by the bureau of sanitation are 
charged with any part of it. 

The importance of this distribu- 
tion cannot be over-emphasized. 
Expenses other than direct expenses 
are very apt to be overlooked when 
the cost of governmental and mu- 
nicipal work is compared with the 
cost of that done by private con- 
cerns. The figure estimated by the 
government may make no allowance 
for administration and general ex- 
pense, for insurance, taxes and de- 
preciation of plant, or for interest 
on investment and working capital. 

2. Another distinction is that under 
a cost accounting system the data 
may be collected not only for activi- 
ties but also for the operations mak- 
ing up a particular activity. For 
example, part of the activity of street 
cleaning consists of beat patrol, broona 
gang work, and machine sweeping. 


3. The third distinction between 
general accounting and cost account- 
ing is that under a cost accounting 
system an attempt is made to corre- 
late cost with the amount of work 
done. Unit costs are prepared and 
utilized. 

Thus, in effect, cost accounting is 
the determination of the actual cost 
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per unit of work or service per- 
formed; municipal cost accounting 
is the attempt to segregate costs on 
the basis of functions and_activities 
undertaken, and to determine the 
cost in relation to the output of each. 
Cost, accounting procedure requires 
the accounting processes whereby 
expenses are recorded and classified 
by activities, and the further pro- 
cesses whereby service or output is 
measured and recorded. 

Although the principles of mu- 
nicipal and private cost accounting 
are basically identical, there are cer- 
tain differences between the two. 

1. In private enterprises cost ac- 
counting is the means of disclosing 
the profit or loss on each unit. In 
public business, however, there is no 
concern with profit or loss in the 
commercial sense; rather there is 
the problem of adjusting cost to 
output, in order to control expendi- 
tures and implement administrative 
action. Governmental bodies are 
meant, as a rule, to provide service 
at cost. This means cost in relation 
to quality as well as quantity—cost 
in terms of the value of the service 
performed. 

2. Municipal cost accounting has 
to deal not only with trading (gas, 
electric) and semi-trading (markets, 
ferries) services, but also with non- 
trading services such as hospitals, 
road-sweeping, education, police and 
public health services among others. 
To devise a standard or uniform 
unit cost accounting system for these 
non-trading services is not simple. 

3. The actual elements of cost 
differ somewhat. Governments often 
may not include taxes, interest, and 
insurance expenses in their cost, and 
they often fail to consider the ele- 
ments of depreciation. All of these 
elements, however, enter with pri- 
vate cost accounting. 


B. Development of Municipal 
Cost Accounting. 
Indicative of the use of cost ac- 
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counting in most municipalities some 
30 years ago is a description of the 
conditions at that time in New York 
City: 


“The City’s entire accounting © 


system was intended to show as 
nearly as possibly whether a de- 
partment’s officers kept within the 
appropriations or not, and not at 
all whether there were or were not 
accounts to indicate efficiency and 
inefficiency. It could not be told, 
for instance, without special in- 
vestigation by a department’s ac- 

countant, what it cost to carry a 

passenger or a ton of freight to 

Staten Island, so as to compare 

with private operation. Nor was 

the unit cost of any other public 
service obtainable.” 

[In 1930, the New York State Eco- 
nomic Council’s preliminary investi- 
gation showed that at least ten 
million of the State’s taxes were 
annually wasted. To check this 
waste, the Council recommended, 
together with important administra- 
tive changes, the introduction of uni- 
form cost accounting in all state 
departments and institutions. This 
committee realized the value of ac- 
curate costs of public services as 
a condition precedent to accurate 
budgeting and control over expendi- 
cure. 

In 1931, a New Jersey Commis- 
sion to Investigate County and Mu- 
nicipal Taxation and Expenditures 
recommended a State -Division of 
Municipal Standards and Costs to 
compile information relating to local 
government costs and to establish 
accounting systems therefor. It fur- 
ther recommended that such a state 
division be responsible for estab- 
lishing suitable and standard unit 
costs, which would be mandatory 
for use in preparation of annual 
budgets. 

The Municipal Finance Officers’ 
Association of the United States and 
Canada, organized in 1906, is the 


2Harold D. Force, “Evolution of State 
Accountancy, January 1931. 
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professional and service association 
representing finance and accounting 
officers of cities, towns, counties, 
and other local governments. In 
1939, a Committee on Cost Account- 
ing was appointed, and that it has 
made much progress in the collec- 
tion and organization of knowledge 
on governmental cost accounting is 
witnessed by its many booklets and 
reports on the subject. 

In 1934, nine organizations ap- 
pointed advisory committees on mu- 
nicipal accounting, and the chairmen 
of these committees constituted a 
National Committee on Municipal 
Acccounting. This committee has 
done much in the way of study and 
publication of works on municipal 
accounting standards and procedures 
including the application of cost ac- 
counting. 

The Committee on Uniform Street 
and Sanitation Records, which repre- 
sents the International Association 
of Public Works Officials, and ten 
other national organizations, has made 
installations of cost accounting sys- 
tems in many cities in this country. 
These installations were made in 
public works departments, and cover 
all types of governmental services. 

In 1921, Minnesota passed a law 
requiring every political subdivision 
to establish cost accounting in a 
measure sufficient to show the total 
cost of all public work done either by 
day labor or contract. The law fur- 
ther required that proper accounts 
show in accurately tabulated form 
the costs of labor, material, over- 
head, and other expenses involved in 
the total cost. 

In England, where the adoption of 
cost accounting principles has been 
more rapid than in the United States, 
the Ministry of Health requires cost 
accounts in standard lines for all 
hospitals (except infectious diseases), 
poor law institutions, and children’s 
homes. Accounts for mental institu- 
tions are also prepared for the Board 


and Municipal Administration,” Journal of 
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of Control. Local authorities are 
required to furnish costs on the col- 
lection and disposal of house and 
trade refuse. In this case, certain 
unit costs are adopted. Street clean- 
ing costs have also had careful ex- 
amination and figures are also re- 
quired showing unit costs. 

As far as savings are concerned, 
in the short time in which cost ac- 
counting has been in operation in 
Minneapolis considerable savings 
have been effected. In 1928, on a 
two million dollar program of sewer, 
paving, curb and gutter construc- 
tion, a reduction of over $100,000 
under 1927 was realized. Similar re- 
sults were obtained in every depart- 
ment (in Minneapolis) where cost 
systems have been installed. 

In connection with the work of the 
Uniform Committee on Street and 
Sanitation Records, every city mak- 
ing installations of the cost account- 
ing system recommended by the 
Committee has made large savings. 
Cincinnati, for example, saved $65,000 
in the garbage collection division 
alone during the first seven months 
of operation of their costing system. 
Kenosha, Wisconsin, was able to re- 
duce their budget for public works 
expenditures $5,000. Troy, New 
York, reduced their public works 
expenditures by using information 
from their cost system. 


C. Importance of Municipal 
Cost Accounting. 


Cost accounting, whether it be in 
private industry or public adminis- 
tration, is justified primarily by its 
usefulness. Generally speaking, cost 
accounting provides for a munici- 
pality, as it does for industry, a sys- 
tematic method for compiling and 
analyzing work done and its cost. 
Also, as in industry, its specific val- 
ues are many. 

1. It points out inefficiency and 

waste. 

Inefficient service can be revealed 
by comparison of unit costs of par- 
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ticular activities with costs of similar 
activities in other municipalities, 
with costs of similar activities in 
different periods, and with estab- 
lished standard costs. These com- 
parisons also aid the administrative 
agencies in exercising greater effici- 
ency and economy in departmental 
operations. 

Cost summaries indicate losses 
and waste with respect to labor, ma- 
terials, and equipment. Time lost 
through idleness, sick leave, and va- 
cation is indicated in the cost ac- 
counts, and a careful study of the 
figures may indicate ways to stop 
leakages in labor cost. Materials re- 
ports and stores controls, character- 
istic of cost accounting, will cause 
losses and waste of materials to be 
apparent. Idleness of equipment 
and the possibilities of transferring 
equipment between departments, are 
also readily revealed in cost sum- 
maries. These cost records show 
whether unit costs are going up or 
down. They may disclose, for in- 
stance, whether or not a new type of 
refuse vehicle is saving money, and 
they may reveal whether or not one 
more or one less collection helper in- 
creases or decreases the cost. 


2. It enables a choice to be made 
between governmental and pri- 
vate performance of work. 

The compilation of proper cost 

data in each activity provides a sound 
basis for comparison of similar work 
executed by private contractors. An 
editorial of the Journal of Account- 
ancy points out: 

““* * * for many years there has been 

a lack of knowledge of govern- 

mental costs which has adverse- 

ly affected the interests of many 
bidders. Furthermore, if the costs 
are concealed, as they have often 
been there is no way of knowing 
what it is actually costing the 
government to produce any work 
which may be in hand. And if the 
accounts of the government had 
been kept upon a proper basis it 
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would have been possible to allot 
governmental contracts where they 
could be most competently and 
cheaply carried out.’ 


In addition to this determination 
of alternative agencies of perform- 
ance, cost accounting data is ex- 
tremely valuable in choosing between 
alternative processes and equipment, 
and in choosing between hiring and 
owning equipment. Cost summaries 
for work repair shops (for equip- 
ment), for example, will show whether 
it is less expensive to have repairs 
done by the city or by private con- 
cerns. Similarly, cost statements 
will help to determine at what point 
it is best to stop repairing old equip- 
ment and replace it with new. 


3. It provides data for use in 
budget preparation. 


In private industry, the budget is 
based primarily upon estimated needs 
not upon past expenditures. Govern- 
mental budget procedures, on the 
other hand, stil! rely on a scrutiny 
of past expenditures as a principal 
means of establishing a new budget. 
Government budgets, however, should 
be based not only upon past expendi- 
tures of public funds but upon ac- 
curate estimates as well. Herein 
enters the need of work budgets and 
unit costs. 

The budget should be expressed 
in terms of work to be accomplished 
as well as in material things to be 
purchased. Effective budget figures 
must be based upon operating unit 
cost figures and be so framed that 
comparisons can be made between 
one year and another, between sec- 
tions of the same city, and between 
similar cities. 

Such principles will fix the re- 
sponsibility for spending funds, will 
tell how actual performance com- 
pares with the work program, and 
will provide the operating officials 
with information to aid them in de- 
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termining the most effective lines 
of action. 

A further use of unit costs in 
budgeting is found in the suggestion 
that grant-in-aid budgets be based 
upon cost data. Federal grants to 
the states and state aid to municipal- 
ities could be based upon the estab- 
lished standard cost of performing 
the activity for which the grant is 
made. In support of this suggestion 
is the situation in England where in 
various government departments, 
especially in those instances where 
grants are receivable, require to be 
supplied with regular statistical re- 
turns showing detailed expenditure 
and costs. 


4. It provides data for fixing 
charges to public and other 
departments. 


There are different costs for differ- 
ent purposes. There are costs to be 
determined when charging another 
department for repairs, when charg- 
ing assessed taxpayers for repairs, 
when charging individuals for small 
and large amounts of material. In 
comparing one year’s efficiency of 
operation with that of another year, 
different elements of cost must be 
used in the comparison. 

Correct information as to unit 
costs is important in fixing the sell- 
ing price of goods or the service 
charges for a utility or other enter- 
prise. The price of manufactured 
products, charges for inspections, 
special service fees for ambulances, 
the rates for all types of service 
charges can be intelligently deter- 
mined only where there is adequate 
information as to the cost involved. 
Also, inter-departmental charges may 
be determined most fairly on the 
basis of cost studies. The use of 
cost accounts in establishing inter- 
departmental rates will assure the 
city that one department is not being 
unfairly favored at the expense of 
another. 


3 Journal of Accountancy, Editorial, “Shannon Bill”, May 1934, pp. 329-331. 
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5. It aids in personnel manage- 

ment. 

Cost accounting replaces personal 
supervision to some extent by fixing 
responsibility and checking ineffici- 
ency. This is done through the time 
and material reports and the measure- 
ment of output which tend to estab- 
lish objectively the responsibility for 
both good and poor work perform- 
ance. 

In the event of lack of effort due 
to absence of direct or indirect super- 
vising forces, a municipal costing 
system can relieve the situation by 
measuring the potential possibility 
and capacity of each force or service, 
and determining the production to 
be derived therefrom, Fewer bosses 


are required in certain classes of. 


work, for the cost record is more per- 
suasive than the eye of the task- 
master, for one skilled department 
head can direct more men with much 
greater efficiency and effectiveness 
than is possible where cost records 
do not exist. 

Motivation of public employees 
may be encouraged by the use of cost 
data. The comparison of perform- 
ance and expense between different 
groups of employees and between 
employees who are doing substan- 
tially the same work may spur an 
office group, a field gang, or an indi- 
vidual employee to greater achieve- 
ment. Too, cost accounting could 
produce figures as to efficient per- 
formance which would be useful in 
periodic service ratings of employees. 
The use of such service ratings in 
connection with promotions could 
furnish an incentive for better work. 


6. It aids public understanding. 


Cost accounting is of great benefit 
to the citizens and those interested 
in their government, for the average 
citizen does not always comprehend 
the elaborate financial statements 
published in the records or annual 
reports of his community. When 
they are reduced to the unit cost, 
however, he is readily cognizant of 
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the work that is being done by his 
municipality. For example, in the 
annual report of the Village of Win- 
netka, Illinois, analyses of costs are 
made in terms of cost per kilowatt- 
hour (for electric service), cost per 
1,000 gallons (for water service), 
and cost per ton and cubic yards 
(for refuse collection and disposal). 

Also, the development of cost ac- 
counting for municipalities is essen- 
tial to informed discussion of the 
cost of government. Many people 
now talk about the cost of govern- 
ment on the basis of tax rates in 
order to compare the relative effici- 
ency of city governments. It is im- 
possible to make an intelligent com- 
parison of tax rates unless both the 
amount and the cost of the service 
for the tax rate is weighed. Two 
cities of the same size and general 
characteristics, with the same tax 
levy, may not be at all comparable 
on the basis of cost of municipal 
service. 


7. It prevents manipulation of ac- 

counts. 

Cost accounts form a valuable 
check on the financial accounts. 
They help to prevent manipulation 
of expenditures to conform to esti- 
mates of cost, and help to prevent 
the charging of operating expendi- 
tures to capital accounts in any at- 
tempt to conceal high operating 
costs. 


8. It aids municipal credit. 


The actual worth of municipal 
credit depends on its measurement 
by investors. For the facts and 
material used in arriving at their 
conclusions, investors look to muni- 
cipal dealers and service organiza- 
tions. These in turn depend upon 
the material facts that can be gathered 
both from and concerning the mu- 
nicipalities. 

Too, for the very important reason 
that the citizens are paying for 
governmental costs, through taxes, 
other charge, and investments, they 
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are entitled to the services rendered 
by government at the lowest possi- 
ble cost. Although government is 
not operated for profit, it is operated 
for service, and the service rendered 
cannot be at the lowest possible cost 
without knowledge of the facts. This 
knowledge can only be obtained 
through the use of cost accounting 
systems. 


9. It provides results more rapidly 
than do financiai accounts. 

Many municipalities endeavor to 
analyze their expenditures at the end 
of each year in the attempt to justify 
expenditures in various branches, 
but it is difficult for historical records 
to be of any value in determining 
current problems. Each day, or at 
the very latest, at the end of each 
week, the cost of each particular 
function should be determined to 
insure maximum efficiency with its 
consequent savings, or to ascertain 
whether or not the desired stand- 
ards are being maintained. In effect, 
such information furnishes the basis 
for day-to-day administrative con- 
trol over the operation of the vari- 
ous units of the city government. 


D. Limitations of Municipal 
Cost Accounting. 


Cost accounting is not to be re- 
garded as an end in itself; it is only 
a stepping stone to better manage- 
ment. It can do no more than point 
out the weak spots. So far as the re- 
ports are delayed, so far as the de- 
fects disclosed are uncorrected, so 
far will the monies expended on 
cost accounting be wasted. It does 
put an end to guesswork to a large 
degree, and it does assist in increas- 
ing efficiency and economy in city 
government, but it also has its limi- 
tations. 


1. Its applicability to municipal 
activities. 
It must be admitted that certain 


activities are more readily adaptable 
to cost accounting than others. The 
work in which cost accounting can 
most readily be used is that dealing 
with physical output, such as public 
works and similar functions. This 
is due to the fairly constant alloca- 
tion of time, material and equipment 
through successive operations and 
activties. The more constant the 
work specifications, and the more 
identical the units of output, the 
easier it is to use cost effectively. 

It is more difficult to measure 
work performance in connection with 
activities of an administrative, legis- 
lative, technical, or advisory charac- 
ter, and to obtain measurement criteria 
for all unit costs in such activities. 
However, actual experience of those 
who have extended cost account- 
ing to various government activities 
is almost universally in favor of such 
extensions. 

An example of the utility of cost 
accounting in a field where tangible 
services are not the rule is found in 
the Farm Credit Administration : 


“While it is not possible to measure 
in dollars and cents the savings 
made through the use of uniform 
accounting systems, the cost ac- 
counting system of the land banks, 
the cost analyses which we have 
made for those institutions for 
which we have not yet established 
cost accounting systems, and the 
control of costs which we exercise 
in the Washington office, we do 
know that expenses have been con- 
siderably reduced and that some 
part of the reduction is attribut- 
able to the knowledge gained 
through the work we have done 
in the field of determining costs. 
We know where the reductions 
have been made, where they have 
not. and what costs we must par- 
ticularly watch in the future.’ 


The various studies and system 


4E. H. LeMasters, “Farm Credit Administration”, The Work Unit in Federal Adminis- 


tration Service, Publ. #56, 1937, 46pp. 


394 


July 








ins 
in 

ing 
pr 
inc 
tel 
op 
ac 


its 
at 
ac 
pt 
rex 
pe 
pl 
m 
it 








ees oS 





Municipal Cost Accounting 


installations being made at present, 
in conjunction with the ever-grow- 
ing realization of the need for im- 
provement in municipal accounting, 
indicate that as soon as possible at- 
tention will be directed to the devel- 
opment of unit costs in all municipal 
activities. 


2. The cost of cost accounting. 


Opinion that the cost of cost ac- 
counting systems will exceed the 
benefits thereof must be limited of 
necessity to the application of such 
systems to municipal government. 
This is so because in private indus- 
try, where cost accounting has been 
applied, it has been apparently found 
that the cost is well justified. How- 
ever, since cost accounting has not 
been applied in public government 
to the extent it has in private indus- 
try, definite evidence of this limita- 
tion is not available. 

It is evident that cost accounting 
itself costs money to install and oper- 
ate, and that the usefulness of a cost 
accounting system increases in direct 
proportion to the size of the unit of 
government and the volume of work 
performed. Whereas any city may 
profit by cost accounting, a small 
municipality cannot profitably carry 
its cost accounting into as great de- 
tail as a larger city. Still, there is 
every reason to believe that, where 
cost accounting may be installed in 
a public business organization, the 
results will be similar to those in 
private industry. In fact, in con- 
nection with the hearings in Con- 
gress on a bill to provide for the 
establishment and maintenance of a 
standard system of cost accounting 
and cost reports for all the executive 
departments of the United States, 
government experts in accounting 


testified that the cost of installing 


a system of cost accounting such as 
is proposed in the bill would be in- 
significant, and that it could be put 
into operation without an increase in 
personnel. 
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3. The necessity of proper analy- 
sis of results. 


Unit costs cannot be properly in- 
terpreted without a knowledge of 
the conditions surrounding the per- 
formance of the work. This is of 
particular importance in comparing 
unit costs, especially as between 
municipalities where a variation in 
conditions cannot be determined 
readily. 

The difficulty in comparing may 
be illustrated in connection with the 
collection of refuse. In _ sections 
where there are no alleys, one city 
may require the residents to place 
all garbage and rubbish at the curb 
on collection days, while another 
may have the collectors carry the 
refuse from anywhere on the premi- 
ses. Or, in one city the length of 
haul to the point of disposal may 
be six miles, whereas in the other 
it may be only three miles. 

Unless these differing conditions 
were understood and taken into con- 
sideration, the unit cost of collection 
of refuse in the two cities could not 
be compared satisfactorily. Even 
within a single city different crews 
of men may encounter differing con- 
ditions, rendering their unit cost 
performance somewhat incompara- 
ble. Comparing costs at different 
periods of time encounters added 
difficulties, such as difference in prices, 
in weather, and in the morale of the 
employees. Proper interpretation 
and comparison of unit costs, there- 
fore, is difficult without a thorough 
knowledge of circumstances sur- 
rounding the work. 


4. The personnel problem. 


The effectiveness of any cost sys- 
tem established will depend to a 
large extent upon the personnel in 
control of it. Unlike a private cor- 
poration which has absolute con- 
trol over its personnel, the munici- 
pal corporation is usually restricted 
to civil service employees who may 
be perfectly qualified to do the par- 
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ticular physical tasks assigned to 
them but, nevertheless, may be far 
from capable of producing the de- 
sired data which must be obtained 
for accurate cost reports. Then 
again, there are many restrictions 
placed upon municipal labor to the 
end that they are only permitted to 
do the work specifically set forth 
in the civil service rating. 

As an added difficulty, adequate 
information is not available for 
guidance in the field of municipal 
costing. Hence cost accounting for 
municipalities, unless done by trained 
accountants, might easily produce 
inaccurate information. And in con- 
nection with this necessity of trained 
accountants is the problem of the 
lack of adequate education for the 
application of cost accounting prin- 
ciples to governmental units. The 
blame for this is partly due to the 
lack of proper courses in such mu- 
nicipal accounting in the college 
curricula. 


5. The development of general 

accounting. 

Since cost is in effect a continua- 
tion of general accounting, it seems 
that further progress in municipal 
cost accounting must await the fur- 
ther development and use of gen- 
eral municipal accounting.  Tllus- 
trative of this point is the reason- 
ing of the City Auditor of Boston: 

“Up to the present time. my 
thinking on the subject has been 
that cost accounting installations 
should be considered only when 
the general accounting system of 
the municipality had been stream- 
lined and developed so as to re- 
flect and embrace all of the prin- 
ciples now in effect in business 
and industry.” 


In essence, then, municipal cost 
accounting has its advantages and 
its limitations similar to and differ- 
ent from those of private business. 
That it is of any less importance 
than private corporation cost ac- 
counting, however, is difficult to 
maintain. The outstanding differ- 
ence is that where there is lack of 
proper accounting in private compe- 
tition, the firm does not realize suff- 
cient profits to either meet trade 
rivalry or to carry on operations in- 
definitely. The usual penalty is that 
it is ultimately forced into receiver- 
ship. The municipal corporation, 
however, is not so penalized, and 
its shortcomings and _ inefficiencies 
are materially reflected in a higher 
tax rate. 

Although the principle progress 
in cost has been made by public 
works and highway departments— 
streets and roads, building construc- 
tion, and similar work, the utility 
of cost accounting is not limited to 
those activities. In many cities, 
principally within the last decade, 
cost accounting has been extended 
to other activities, primarily schools, 
hospitals, and libraries. In nearly 
every field of governmental activity, 
there are isolated cases where cost 
accounting is being used, but in no 
governmental unit has there been 
found a complete cost accounting 
system for all of its accounting ac- 
tivities. 

As stated by a practising cost ac- 
countant: 


“Cost accounting can be suc- 
cessfully applied to all public works 
activities, utilities, education, wel- 
fare, health, police, fire protection, 
recreation, and other activities, for 
which a work unit of measurement 
can be established.’ 


5 Charles J. Fox, City Auditor of the City of Boston, in a letter to the author. 
6 Gustave A. Moe, N. A. C. A. Yearbook, 1933, pp. 90-123. 
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Accountants’ Responsibilities and 
the Criminal Law 


By Boris KostELranetz, C.P.A. 


VER present in the background 

of an accountant’s complex prac- 
tice today is the subject of his legal 
responsibilities. While the average 
accountant’s attention is seldom if 
ever directed to this perilous and 
expensive subject, when the blow 
falls, as it does infrequently, the 
topic assumes a liveliness equal to 
no other. Civil cases may well con- 
cern the earnings of a lifetime. In 
criminal cases, the stakes involve 
personal liberty, a reputation and 
a right to a professional life. 

In so far as general rules are con- 
cerned, the civil obligations of an 
accountant are now well defined.“ 
While applications of these rules 
still divide courts and make litiga- 
tion uncertain, information on this 
topic is not lacking and its litera- 
ture is too abundant for citation. 
Literature concerning criminal lia- 
bilities, however, is practically non- 
existent, with a resulting lack of 
appreciation of problems which may 
arise. 

With the exception of the pro- 
hibition of the use of the C.P.A. cer- 
tificate by unauthorized persons, 
in New York and under Federal 
laws there is generally no legisla- 


tion which prescribes criminal sanc- 
tions specially against accountants 
as members of a particular profes- 
sion.) By way of contrast, an in- 
toxicated physician who uninten- 
tionally causes the death of a patient 
or a lawyer who purchases rights to 
start law suits are, respectively, 
guilty of manslaughter“ and cham- 
perty.“) Accountants, however, need 
only refrain from doing acts viola- 
tive of the general criminal law. 

This does not mean that account- 
ants by virtue of their tasks are not 
apt, innocently or otherwise, to come 
in contact with criminal law. There 
are many statutes on the books 
which relate to infractions arising 
out of the keeping of books and the 
preparation of related financial state- 
ments. 


Penal Laws of New York 


Turning to the state law in New 
York (for a canvass of all the state 
laws cannot be encompassed within 
the limits of this article), there may 
be found numerous statutes dealing 
with the legal responsibilities of 
those charged with the keeping of 
books. For instance, the notorious 
Fritz Kuhn, recent “fuhrer” of the 


(1) Ultramares Corporation v. Touche, 255 N. Y. 170 (1931); State Street Trust Co. 
v. Ernst, 278 N. Y. 104 (1938) ; National Surety Corporation v. Lybrand et al., 256 App. Div. 


226, 9 N. Y. Supp. 2d, 554 (1939). 


(2) In People v. National Association of Certified Public Accountants, 197 N. Y. Supp. 
775 (1923) the Appellate Division of the State of New York affirmed the granting of an 


injunction against this association from conferring C.P.A. degrees in this State. 


See also 


People v. Marlowe, 203 N. Y. Supp. 474 (1923) where criminal prosecution was successful 
against a member of the foregoing Association who advertised himself in the City of New 
York as a “Certified Public Accountant (N.A.).” 

(3) In a number of states wilful falsification of financial statements by accountants is a 
distinct offense (see Certified Public Accountant Laws of the United States, American Insti- 


tute Publishing Co. Inc. 1930). 


the general criminal law adequately protects the public against dishonest accountants. 
makes special legislation generally unnecessary. 


(4) N. Y. Penal Law, sec. 1052. 
(5) N. Y. Penal Law, sec. 274. 
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German American Bund and cur- 
rently a resident of Sing Sing Prison, 
who made fictitious entries showing 
disbursements of the Bund’s monies, 
has now a more comprehensive 
understanding of forgery in the third 
degree.‘®) 

That statute, consisting of many 
parts, contains numerous definitions 
of this type of forgery.) The most 
potent subdivision is the first, which 
prescribes that an officer or an em- 
ployee of a corporation, association, 
partnership or individual who “un- 
lawfully and corruptly alters, erases, 
obliterates or destroys any accounts, 
books of accounts, records, or other 
item” belonging to the foregoing, is 
guilty of forgery in the third de- 
gree. Under this subdivision it is 
not necessary to prove a specific in- 
tent to defraud anyone and an in- 
tentional and wilful falsification is 
all that is necessary. It has been 
held that if the false entry might be 
used to the prejudice of the rights 
of the employer, it is sufficient to 
come within the purview of the stat- 
ute, and there need not be a show- 
ing that the employer ever actually 
suffered by reason of the false entry.‘*? 

The latter portion of this statute 
sets forth that a person is guilty if, 
with intent to defraud or to con- 
ceal any misappropriation, he alters, 
erases, obliterates or destroys books 
of account; or makes a false entry 
in a book of account; or wilfully 
omits to make a true entry of any 
material particular in a book of ac- 
count kept by him or under his di- 
rection. 

The statute describing forgery in 
the second degree, a more serious 
violation, states that one who, with 
intent to defraud, forges an entry in 


any account kept by a corporation, 
whereby a claim or obligation is in- 
creased, diminished or discharged, 
is guilty of that crime.“ 

The statutes of New York also 
prohibit one from obtaining prop- 
erty or credit by use of a false finan- 
cial statement.“ Unlike the fore- 
going felony sections of the New 
York penal law, the statute defining 
this crime states that it is a misde- 
meanor punishable by imprisonment 
for not more than one year or by a 
fine of not more than $1,000. As a 
result of the relative leniency with 
which the New York State legisla- 
ture treats this violation, in aggra- 
vated cases injured creditors fre- 
quently seek to bring the violation 
to the attention of federal authori- 
ties, who are free to impose a more 
severe punishment. 

On the whole, it should be noted 
that in these criminal violations 
there must be proved a wilful, know- 
ing and malevolent state of mind on 
the part of the perpetrator. Falsi- 
fiers of books and records have been 
prosecuted under these state stat- 
utes.) 


Federal Penal Statutes 


In contrast to the broad inherent 
power of the states to legislate on 
the subject of criminal law, the juris- 
diction of the federal government is 
severely limited to certain fields, 
such as the curbing of interference 
with some activities essential to the 
federal government or with a phase 
of control entrusted to the govern- 
ment by the Constitution. Tax frauds 
serve to illustrate the former field 
and bankruptcy frauds, the latter. 
Also where there is any use what- 
ever of any federal instrumentality, 


(6) People v. Kuhn, Ct. of General Sessions, New York County, Indictment #220694. 


(7) N. Y. Penal Law, sec. 889. 


(8) People v. Anderson, 210 App. Div. 59, 205 N.Y.S. 668 (1924) Aff'd 239 N. Y. 534, 


147 N. E. 184. 
(9) N. Y. Penal Law, sec. 887, subd. 2. 
(10) N. Y. Penal Law, sec. 1293b. 


(11) For illustration see record of prosecution in People v. Lasser & Cohen, 258 App. 


Div. 945, 17 N. Y. Supp. (2d) 869 (1940). 
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such as the United States mails, or 
where interstate transactions are 
concerned in the sale of securities, 
a crooked accountant faces federal 
prohibitions as well. Concealment 
of assets in bankruptcy and related 
bankruptcy frauds“) frequently are 
facilitated by fictitious entries in 
books. The entries usually are of 
such complexity that only one hav- 
ing a knowledge of accounting and 
exercising a perverted skill could 
be capable of such machinations.“*) 
This crime is frequently comple- 
mented by a false financial statement 
issued to present and prospective 
creditors prior to the bankruptcy for 
the purpose of obtaining assets to 
conceal. As a result, the govern- 
ment is frequently faced with a 
choice of procedures under which 
the perpetrators of a crooked bank- 
ruptcy may be prosecuted. With a 
view to subsequently bringing fed- 
eral prosecutions if necessary, it has 
been the practice of credit agencies 
for many years to insist that. finan- 
cial statements be sent to them in 
the mails and to retain in their files 
the envelopes enclosing the state- 
ments in order to obviate any pos- 
sible claim by the debtors that the 
statements were manually delivered. 

In this regard it is important to 
correct a popular misapprehension 


(12) Title 18, Section 52b, United States 


that the application of the mail fraud 
statute'#) is limited solely to facts 
where a false financial statement 
is sent through the United States 
mails. On the contrary, it is suffi- 
cient to come within its purview 
that there merely be in existence a 
scheme to defraud and a use of the 
mails of whatever nature in further- 
ance of that scheme. 

The more complicated schemes to 
evade the payment of income taxes!) 
necessarily depend upon fictitious 
books and records. Here, again, 
persons having a perverted skill in 
accounting have been prosecuted. 
Also in dealing with the government 
and its agencies in any matter with- 
in the jurisdiction of any depart- 
ment or agency of the United States, 
persons frequently have occasion to 
file financial statements. Where such 
statements are knowingly false or 
fraudulent, prosecution may be had 
under a statute which prohibits this 
particular type of violation.“”) 

Finally the sale of securities through 
the means of false financial state- 
ments is made hazardous by vari- 
ous statutes penal in character which 
may be found in the Securities Act 
of 1933 and the Trust Indenture Act 
of 1939.18) 

Frequently persons punished under 
the federal statutes fall within the 


Code. 


(13) For illustration see record of prosecutions of public accountants in the United States 


District Court, Southern District of New York: 


United States v. Troppe, et al., Indictment 





#C99-259-60; United States v. Fleischman, et al., Indictment #C104-155-6. 

(14) Title 18, Section 338, United States Code. 

(15) Title 26, Section 145b, United States Code. 

(16) U. S. v. Joseph M. Schenck et al., 126 F (2d) 702 (C. C 
$16 U.S; 705. 

(17)) Title 18, Section 80, United States Code; in addition federal statutes are replete 
with statutes enacted for the purpose of discouraging the filing of false financial statements 
with particular agencies of the federal government. Thus, false financial statements made 
to influence action are punishable when filed with the following: Interstate Commerce Com- 
mission, (Title 49, Section 20 (7) U.S.C.) ; Federal Deposit Insurance Corporation, (Title 
12, Section 264 (s) U.S.C.); Federal Reserve Banks, (Title 12, Section 596 U.S.C.); 
Reconstruction Finance Corporation, (Title 15, Section 616 (a) U.S.C.); Federal Inter- 
mediate Credit Banks, (Title 12, Section 1122 U.S.C.); National Agricultural Credit Cor- 
porations, (Title 12, Section 1312 U.S.C.) ; Federal Home Loan Banks, (Title 12, Section 
1441 U.S.C.) ; Home Owners’ Loan Corporation, Federal Home Loan Bank Board, Federal 
Savings and Loan Association, (Title 12, Section 1467 (a) U.S.C.). 


(18) Title 15, Section 77x and 77yyy, United States Code. 
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general classification of bookkeepers. 
At other times, persons who, inci- 
dental to their main occupations, 
have acquired an accounting skill 
feel the brunt of prosecution. As 
distinguished from the foregoing, 
accountants in public practice have 
made a splendid record in that crim- 
inality on their part has been ex- 
tremely rare. This undoubtedly is 
a reflection of the strict standards 
imposed by state and national bodies 
in their requirements for admission 
to the profession. 


United States v. White 


A startling exception to the gen- 
eral rule that public accountants 
have not been subjected to prosecu- 
tion, and, in another sense, a monu- 
mental statement of the public ac- 
countant’s criminal responsibilities, 
since it is the first and only expres- 
sion of an appellate court on this 
subject, is the recent opinion of the 
United States Circuit Court of Ap- 
peals for the Second Circuit in United 
States v. Medford H. White.” In 
this holding the Circuit Court affirmed 
the judgment of the lower court, 
which had imposed a sentence of 
eighteen months’ imprisonment on 
White after a lengthy trial. 

White had been an accountant 
and auditor of very substantial ex- 
perience. He had been educated in 
accounting and had been practicing 
his profession for 13 years. He had 
even been a member of the State 
Board of Accountants (examining 
board for certified public account- 
ants) in the State of Delaware. He 
had prepared financial statements 
which were filed with the Securities 
and Exchange Commission for the 
purpose of selling stock of a corpo- 
ration known as Bankers Industrial 
Service, Inc. These statements were 
necessarily included in the prospec- 
tuses issued by the Bankers Com- 
pany. They were false in a number 


(19) 124 F. (2d) 181 (1941). 
(20) Ibid at page 185. 
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of particulars. The evidence showed 
that White created a surplus item 
based upon a worthless guaranty of 
an insolvent affiliate. Operating 
losses covering a period of about 
three years were capitalized as “pro- 
motion expenses”. Uncollectible ac- 
counts receivable were purchased for 
$2,000 and written up to $8,000, the 
difference being shown on the books 
as a profit. Notes and accounts 
receivable were set up for services 
which were never rendered and 
which should have been verified by 
the accountant. No reserves were 
set up for a large block of notes re- 
ceivable which consisted in part of 
notes from employees and defunct 
affiliates. Neither did the account- 
ant explain the character of these 
notes although a reader of the bal- 
ance sheet would have been led to 
believe that they were of a type 
which would be received in the regu- 
lar course of the business of a small 
loan company. Large withdrawals 
were charged to an (‘interim ac- 
count” and later distributed among 
the various assets of the company 
without a particularly coherent ex- 
planation from the company’s offi- 
cers. It is also necessary to note 
that the prosecution did not show 
that Gaffeney, the president of the 
concern, or any of his codefendants 
had let White know of the falsity 
of the items. Instead it rested its 
case upon the inference that an ac- 
countant of White’s experience and 
intelligence could not have let so 
much irregularity pass without be- 
coming aware that it was a cover 
for fraud. In substance, it was 
White’s defense that he relied upon 
and believed in the integrity of the 
management and that the figures 
which he had used in the statement 
were in accord with the books. 


In rejecting his defense, the Court 
made this statement through Chief 
Judge Learned Hand :°° 
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“It is true that all these in- 
stances, taken singly, do not prove 
beyond question that White knew 
that the statements which he pre- 
pared were padded with false en- 
tries; but logically the sum is 
often greater than the aggregate 
of the parts, and the cumulation 
of instances, each explicable only 
by extreme credulity or profes- 
sional inexpertness, may have a 
probative force immensely greater 
than any one of them alone. White, 
upon his own showing, was being 
continually asked to put into his 
statements items which the jury 
might have found were not good 
accounting, and was continually 
accepting statements of Gaffeney 
which were on their face suspi- 
cious. We do not say that his 
guilt was demonstrated, but enough 
was proved to subject him to the 
hazard of a verdict; faced with 
the choice of finding him a knave 
or a fool, we cannot say that the 
jury was bound to acquit him; 
fair men might have had no com- 
punction in refusing to believe 
that he was so credulous or so ill 
acquainted with his calling as a 
finding of innocence demanded.” 


Conclusion 


It must be observed that derelic- 
tions by accountants are for the 
most part not a result of greed to 
share in the loot produced by fraud. 
On the contrary, accountants have 


been led astray by their desire to 
help their clients out of a particular 
embarrassment by stretching a point 
of auditing or accounting principle. 
Unless the affairs of the client 1m- 
prove, the accountants subsequently 
find themselves committed to the 
same intentional errors but to a 
greater degree, until a day of reckon- 
ing when third parties, usually credi- 
tors, stockholders, or the govern- 
ment, delve into the affairs of the 
client and discover the fraud. Al- 
though almost invariably the facts 
show that except for the retention 
of a particular client of doubtful 
value accountants have not profited 
by the schemes, yet in law each de- 
faulting accountant is particeps crimi- 
nis even though his confederates re- 
tain the booty. 

In conclusion, the profession may 
well be proud that there is only one 
case on record where an appellate 
court has found it necessary to dis- 
cuss the criminal liabilities of pub- 
lic accountants. Particularly it should 
be gratified when this record is 
compared with the numerous crimi- 
nal and disciplinary proceedings filed 
against members of other proies- 
sions. It must also be said that 
the average accountant in the con- 
duct of his affairs does not need 
civil adjudications, to say nothing 
of decided criminal cases, to guide 
him. So long as he has the feeling 
that he has done a good professional 
job, he will never have anything to 
fear. 
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The Navy Eats 


By Lewis Gruick, C.P.A. 


T was 0230 when the crew was 

awakened to start a landing drill 
operation. At 0245 a sleepy lot of 
men started filing through the gal- 
ley ; each one got a cup of fresh hot 
coffee, and two big, sugar-coated 
cinnamon buns. At 0315 the first 
wave left the ship. At 0715 the regu- 
lar breakfast call was sounded, and 
the men, who had made a successful 
landing despite hellish weather and 
high water, sat down to a regular 
breakfast, big enough to take care of 
their sharpened appetites. 

Nobody made any comments. Like 
nearly everything else the Supply 
Department is called upon to do, it 
was taken for granted. But it did 
not just happen. Back of that extra 
meal at 0245; back of regular meals, 
lies planning and practice just as 
great, if not as spectacular, as the 
planning and practice that lets a 
five-inch gun crew make bullseyes; 
and coxswains put their boats on the 
right beach in inky darkness. 

This particular galley gang was 
no longer the lot of novices that it 
had been seven months previously 
when the ship was commissioned. 
Most of them had been through the 
(censored) campaign. Now, prepar- 
ing for a new campaign, (destination 
unguessed), with large numbers of 
“boots” in the crew, more drill was 
needed. But this time there was 
none of the nightmare quality that 
had surrounded the first drill of its 
kind, half a year ago. Everyone 
knew what it was all about. Let us 
see the particulars of this case. 

The Commodore told the Captain; 
the Captain told the Executive Officer ; 
the latter told the Supply Officer. 
“Landing drill operations at 0230 to- 
morrow morning.” The Supply Officer 
called the Commissary Officer, (an 
Ensign), and the Commissary Stew- 
ard (a Chief Petty Officer). In five 
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minutes it had been decided what to 
serve, and what cook and striker 
should prepare the pre-assault snack. 
It was 1630 by that time. The bakers 
were called together and told of 
their part. By 2300, eleven hundred 
buns were baked, and the bakers 
crawled into their bunks in the blacked- 
out ship. At 0145 the duty master- 
at-arms wakened the designated cook 
and striker, who went to the galley 
and prepared the coffee, and set out the 
buns for ready service. After all had 
been fed, they stayed on in the gal- 
ley, starting the regular breakfast, 
being joined at 0500 by the rest of 
the galley watch. 

No Navy medals are awarded for 
culinary feats, but it is not insignifi- 
cant, that the commissary officer 
and first class cook of this ship were 
given citations by their commanding 
officer for their efficiency during the 
(censored) campaign. Over and over 
again the world has been told that 
“an army travels on its stomach.” 
The Navy needs food too and it gets 
it. Leaving aside theorizing and 
sermonizing for a moment, let us 
look at more cases. For one, take 
this. Someone higher decided that 
men, destined for an uncompleted 
ship. be given boat landing training 
on this ship. But the first intimation 
that anyone aboard had of when it 
would be done, was when a fleet of 
busses, trucks, etc. arrived alongside 
the ship (which was at a pier) and 
at 1155 deposited 120 enlisted men 
and ten officers. 

You readers know only too well 
what the effect on your household is 
when unexpected guests come, especi- 
ally if you are already at the dinner 
table. Even before rationing, and 
even if you were glad to see them, 
it was a strain. Yet at 1250 the new- 
comers were all eating heartily of a 
good, fresh-cooked meal. Did any- 
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body say anything about it? Don’t 
be silly. But if it had not gone off 
just as smoothly, plenty would have 
been said. 

“The duty of a Supply Officer is 
to Supply.” This doctrine is taught 
the young officers of the Supply 
Corps at their training schools; and 
the line officers never let them forget 
it, if they would. Good skippers 
rely on their Supply Officers; and 
the competent Supply Officer antici- 
pates his ship’s needs, so that when 
the skipper says, “Get this” the Sup- 
ply Officer can reply at least three- 
fourths of the time “Ve have it.” 
No really good S.O. would say “I” 
in that place. No matter how good 
he is, he must organize his depart- 
ment; he needs, and must get, the 
full cooperation of every storekeeper, 
cook, baker, steward, mess boy and 
striker, as well as his Ensigns and 
warrant officers. When “a thing is 
where it’s wanted, when it’s wanted, 
the right word is “we”. An “I” 
would spoil the alliteration as well 
as being against the fact. 

When a certain landing operation 
Was started, it was doctrine that the 
“shore parties” sent in by each trans- 
port, should carry and eat emer- 
ency rations for 24 hours. Thereafter 
they were to be fed from the Army’s 
rolling kitchens. But the enemy 
didn’t go along with that doctrine. 
Submarines, planes, and just plain 
old style rifles preached a different 
doctrine: and the elements tempo- 
rarily allied themselves with the 
enemy. So presently frantic messages 
of hunger (magnified to starvation 
in relaying) reached the ship. Was 
the commissary department caught 
napping’ You would not be reading 
this if it were. Containers, like milk 
cans, were in the storeroom. Hot 
food was in readiness. And presently 
a boat with ten gallons of thick soup, 
ten loaves of fresh bread, and a crate 
of apples was going shoreward. There- 
after, at six hour intervals, (as 
nearly as conditions. would permit) 
a variety of food, enough for all the 


1943 


40 men of the ship’s shore party 
went ashore. That one load never 
got there, when the boat swamped; 
that another consignment was hi- 
jacked by hungry soldiers, is beside 
the point. The Supply Department 
had supplied. 

One more case to show the im- 
portance of eating. It occurred in 
the pre-Pearl Harbor days, when 
there was a “defense program” in- 
stead of war. The Commanding 
Officer of an officers training ship 
received a despatch from the Navy 
Department, informing him that the 
school was to be enlarged by two- 
thirds. The first thing the Captain 
did was to send for the Supply Officer ; 
the only question he asked him was 
“How many men can you feed—at 
most?” and when the S.O. gave 
him the answer without hesitation, 
the Captain went to work on the 
many other, but secondary, details of 
his newly enlarged job. 

There are times when Navy chow 
gets rather slim; changes in opera- 
tions, breakdown of refrigeration 
machinery ; poor cooks ruining good 
food; rough weather; ete. But by 
and large the Navy eats well; thanks 
in part, to you civilian readers who 
are skimping on many foods. We 
do not say this just to reassure you 
of vour Navy kin’s welfare, regard- 
less of fact. Our censors tell us of 
the many mentions of the chow, 
preponderantly praising it. One 
sample: “I was sorry to have my 
leave end; it was nice to be home 
with the family. But it sure was 
good to get back to the ship, and get 
enough meat and sugar again.” 

A Commanding Officer, making 
his Saturday morning inspection, is 
not broadcasting to a big audience; 
there can be no propaganda in what 
he says to the inspection party, and 
the small groups in each compart- 
ment inspected. One skipper, after 
looking over a bakeshop turned to 
the first class baker in charge and 
said “Your work is as big a factor 
in the fine morale of this crew as 
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that of anybody.” He wasn’t kid- 
ding. 

It used to be “Join the Navy and 
See the World!” It still is. But 
thousands of bluejackets have an- 
other version. “Join the Navy and 
Fat!” 

Judging from the foregoing some 
people think that the sole duty of a 
Supply Officer is to feed the crew of 
the ship. This is entirely wrong. 
While no more important duty falls 
to the Supply Department of a ship, 
the Commissary is only one branch 
of the Supply Department. Other 
duties of the Supply Department in- 
volve the ship’s financial accounts; 
paying officers and crew; purchasing 
and paying for such articles as are 
not secured by requisitions drawn on 
Navy Yards or Supply Depots; pro- 
curing from Navy Yards such items 
as they can furnish; seeing that the 
crew is properly clothed; and in 
general the logistic functions of the 
Navy. If you want to know what 
“logistics” means, consult an un- 
abridged dictionary. 

There is nothing that builds up 
the morale of a crew more than good 
food. The Navy has a liberal money 
allowance per man-day, varying with 
the size and type of ship. With 
good management, it is more than 
enough. Woe betide the Command- 
ing Officer or Supply Officer who 
does not feed the crew well: or 
equally, overexpends his allowance. 

Second only to that is having the 
men paid punctually and accurately. 
According to the Navy Regulations, 
enlisted men are paid on the 5th and 
20th of every month, unless the 
Commanding Officer shall order 
otherwise. Ifa ship is in port on the 
17th of the month with orders to be 
underway at sea on the 20th, the 
money that would be paid to the 
crew on the 20th is obviously going 
to be of no great value to the men 
who receive it. Accordingly the 
Commanding Officer of the writer’s 
ship recently ordered that the crew 
be paid on the 17th. He gave only 
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32 hours notice of his intentions. 
Any of you civilian readers who 
have struggled with your factory 
pay rolls as complicated by Social 
Security, Union Check-Offs, Group 
Life Insurance and so forth, may 
have some idea of what it means to 
prepare a pay roll for several hun- 
dred men in only 32 hours, when 
you had expected to have 5 days. 
Nevertheless, the job was done, and 
the crew went ashore the evening of 
the 17th with all the money that was 
due them and an opportunity to spend 
it. If any of you are merchants in 
a seaport town, you can appreciate 
what the action of the Commanding 
Officer meant to you personally. 
One of the vital things in the oper- 
ation of a good ship is to have a crew 
well clothed. They must have warm 
clothing when warm clothing is re- 
quired, waterproof when that is re- 
quired, and the thinnest possible 
clothing for service in the tropics. 
In times of peace, when a ship usu- 
ally knows its operating schedule 
for 3 months in advance, the Supply 
Officer has relatively little difficulty 
in stocking the proper kind or quan- 
tity of clothing, but in time of war 
when, frequently, the skipper him- 
self does not know where the ship 
is going until he opens sealed orders, 
it is difficult. A complete clothing 
stock for all possibilities must be 
carried. Any of you readers who are 
clothing merchants understand what 
it means to carry complete sized out- 
fits for many hundreds of men. 
Furthermore, it is impossible to 
standardize requirements because the 
personnel of the crew is continually 
being changed and whereas today 
you might need only 6 sizes 42 over- 
coats, tomorrow you might find a 
call for a dozen or none as the case 
may be. Added to this is the war- 
time necessity for carrying clothing 
to be issued to the survivors of ships 
which have been sunk and which 
have been rescued by another ship. 
The Supply Department of a ship 
also must procure and carry what 
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are commonly known as “General 
Stores.” This simple term covers 
tens of thousands of items ranging 
from a paper of pins to spare ma- 
chinery parts weighing a ton. It is 
impossible for a ship at sea to ob- 
tain things that are needed; they 
must be on board before the ship 
starts and in such quantity as to last 
for the maximum duration of a ship’s 
voyage. Modern ships burning oil 
have tremendous cruising capacity 
and can go for as much as three 
months without refueling. There- 
fore, the Supply Department must 
carry not less than three months 
general stores. However, refueling 
may be accomplished at a port where 
other supplies cannot be obtained 
and it is general practice to carry 
six months supply of most items. 

It is not sufficient that the stores 
be aboard; they must be readily ac- 
cessible. They must be stocked in 
such a manner as to make it possible 
to issue them under the most ex- 
treme conditions of blackout and 
battle damage. This is so important 
that, whereas in time of peace or in 
ordinary operations stock rooms are 
kept securely locked, during battle 
the Commanding Officer is author- 
ized to order the store rooms to be 
left unlocked, so that anyone may go 
to them and obtain necessary tools 
and repair parts, without the neces- 
sity of making out requisitions, and 
other bookkeeping. 

However, the Supply Department 
also performs military functions. 
Every member of the Supply De- 
partment has a battle station. The 
Supply Officer is usually on the Cod- 
ing Board, but may be assigned to 
Fire Control, Handling Rooms orf 
wherever the Commanding Officer 
deems his services are needed. In this 
particular ship the Disbursing Officer 
is assigned to a First Aid Station. One 
storekeeper mans an antiaircraft ma- 
chinegun ; others operate range finders. 
Cooks and bakers are assigned to 
water-tight doors and repair parties. 
Mess attendants are assigned to 
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handling amunition. There is no 
standard battle assignment for mem- 
bers of the Supply Department. Every 
man is assigned where his talents 
can best be used. 

In the preceding paragraph it is 
noted that cooks and bakers might 
be assigned to battle stations remote 
from the galley. Nevertheless, it is 
customary to keep at least two men 
in the galley so that when men are 
relieved from their battle stations 
they can obtain hot food. The use 
of dehydrated food is a tremendous 
help in this respect. Instead of tak- 
ing a large force of mess cooks to 
clean and prepare vegetables, good 
substantial meals for several hun- 
dred men can be prepared by only 
two cooks, using dessicated eggs, 
dehydrated potatoes, cabbage, car- 
rots, etc. When battle is imminent, 
bakers work overtime baking bread 
in advance. When stocked in chill 
rooms in temperatures just above 
freezing, this bread will keep fresh 
for as much as three weeks. 

Another important, though col- 
lateral, function of an officer of the 
Supply Corps, is to audit unofficial 
funds. Such funds are those not 
provided by Congress. They include 
the Officers Messes, the Ship’s Ser- 
ice, and the Welfare Fund. 

Time was, when the Navy had 
only Paymasters, whose title accu- 
rately describe their functions. Gradu- 
ally, over a long period, other duties 
were added, until the modern, Sup- 
ply Officer, (with assistants for dis- 
bursing, commissary, etc., as the 
exigencies of the service demand) 
evolved. But the old title persists, 
as nautical customs do, and to this 
day, any officer of the Supply Corps 
may be, and usually is, hailed as 
“Pay”. It is no more accurate a 
description than “First Lieutenant,” 
who is the Damage Control Officer, 
and in charge of the maintenance 
and repair of the entire vessel, ex- 
cepting the engines and auxiliaries. 
Both titles are time-honored, and 
there are fine traditions to live up to. 
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If ever you see a Naval Officer, 
wearing on the sleeve of his blue 
uniform, or the collar of his kakki 
shirt, a gold spray of three oak- 
leaves, with three acorns, you know 
you have seen an officer of the Sup- 
ply Corps. If after this war ends 
you need in your business, what- 
ever it be, a man with the broadest 
kind of business experience, a man 
accustomed to doing the impossible, 
hire an ex-“Paymaster.”” He won't 
let you down. 


Glossary 


Time: The Army and Navy use a twenty- 
four clock in all official time. 0230 means 
2:30 am. 1630 means 4:30 p.m. etc. 


“Galley” means ship’s kitchen. 


“Boots” means new recruits; what the 
Army calls “rookies.” 

The “Executive Officer,” commonly called 
“The Exec” is the second in command 
of a ship. 

A “striker” is an enlisted man, “striking” 
for a rating as a petty officer; that is, a 
sort of apprentice for a special job. 

“wave” as used in the opening paragraph 
means a line of boats going in the same 
direction. The feminine part of the 
Navy uses a capital letter. 





It is the Patriotic Duty 


of Every American Citizen to: 


BUY United States War Bonds and Stamps 
GIVE to the Red Cross 
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SECURITIES AND EXCHANGE COMMISSION RELEASES 
Accounting Series Release No. 44, May 24, 1943 


The Securities and Exchange Commis- 
sion today announced the adoption of two 
amendments to Rule 2-01 of Regulation 
S-X dealing with the qualifications of ac- 
countants certifying financial statements 
required to be filed with it. 

Subsequent to the adoption, on Novem- 
ber 7, 1942, of the present subsection (c) 
of Rule 2-01, representatives of the ac- 
counting profession made inquiry as to 
whether the language “in determining 
whether an accountant is in fact inde- 
pendent with respect to a particular com- 
pany, appropriate consideration shall be 
given to the propriety of the relationships 
and practices involved in all services per- 
formed for the company by such account- 
ant” implied-that the Commission would 
seek to determine the “propriety” of all 
such relationships in and of themselves. 
In discussions and conferences arising out 
of such inquiries, the Commission made 
it clear that it was interested in relation- 
ships between a certifying accountant and 
a registrant only insofar as the existence 
of particular relationships might be rele- 
vant to its determination whether the ac- 
countant was in fact independent. In order 
to avoid any possible misinterpretation of 
its policy in this respect, the comeeinns 
has amended Rule 2-01 (c) so as to restate 
its objectives in more general terms, thus 
avoiding the misunderstanding apparently 
resulting from the use of more particular- 
ized language in the original rule. 

At the same time Rule 2-01 (b) has been 
amended to make it clear that the relation- 
ships listed therein are not the only rela- 
tionships which would prevent an account- 
ant from being independent in fact. In 
this connection, attention is directed to 
Accounting Series Releases Numbers 2, 
22, 28, and 37 which contain statements of 
administrative policy and opinions of the 
Chief Accountant on the question of in- 
dependence. Release 22, moreover, in- 
cludes a summary of the principal Com- 
mission decisions involving independence 
of accountants. A summary of informal 
decisions on the question will be issued 
at a later date. 


The text of the Commission’s action 
follows: 

The Securities and Exchange Commis- 
sion, acting pursuant to authority con- 
ferred upon it by the Securities Act of 
1933, particularly Sections 7 and 19 (a) 
thereof, the Securities Exchange Act of 
1934, particularly Sections 12, 13, 15 (d), 
and 23 (a) thereof, and the Investment 
Company Act of 1940, particularly Sec- 
tions 8, 30, and 38 (a) thereof, and deem- 
ing such action necessary and appropriate 
in the public interest and for the protec- 
tion of investors and necessary for the 
execution of the functions vested in it by 
the said Acts, hereby amends Regulation 
S-X as follows: 


I. Paragraph (b) of Rule 2-01 of Regu- 
lation S-X is amended by inserting the 
words “For example” at the begining of 
the second sentence. As amended, para- 
graph (b) reads: 


“(b) The Commission will not recog- 
nize any certified public accountant or 
public accountant as independent who is 
not in fact independent. For example, 
an accountant will not be considered in- 
dependent with respect to any person 
in whom he has any substantial interest, 
direct or indirect, or with whom he is, 
or was during the period of report, con- 
nected as a promoter, underwriter, voting 
trustee, director, officer, or employee.” 


II. Paragraph (c) of Rule 2-01 is 
amended to read as follows: 


“(c) In determining whether an ac- 
countant is in fact independent with re- 
spect to a particular registrant, the 
Commission will give appropriate con- 
sideration to all relevant circumstances 
including evidence bearing on all rela- 
tionships between the accountant and 
that registrant, and will not confine 
itself to the relationships existing in 
connection with the filing of reports 
with the Commission.” 


The foregoing action shall be effective 
May 24, 1943. 


Accounting Series Release No. 45, June 21, 1943 


The Securities and Exchange Commis- 
sion today made public an opinion in its 
Accounting Series regarding the treatment 
of premiums paid upon the redemption 
of preferred stock. The opinion indicates 
that if the redemption price exceeds the 
amount paid in on such shares, the excess 


1943 


should ordinarily be charged to earned 
surplus. 
The opinion, prepared by William W. 
Werntz, Chief Accountant, follows: 
“Inquiry has frequently been made as 
to whether a premium paid on the redemp- 
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tion of preferred stock in excess of the 
amounts paid in thereon may properly be 
charged against capital contributed by 
another class of shareholders or whether, 
when earned surplus is present, the excess 
premium should be charged thereagainst. 
The following case is typical. The A Cor- 
poration has outstanding 10,000 shares of 
$100 par value 6% cumulative preferred 
stock which was sold at 105 and is redeem- 
able at the option of the company on any 
dividend date at 110. There are also out- 
standing 40,000 shares of $50 par value 
common stock which were sold at $60 per 
share. At the time the corporation pro- 
poses to call the preferred shares for re- 
demption, the balance’ sheet reflects 
earned surplus of $300,000 and capital sur- 
plus of $450,000. The capital surplus con- 
sists of $50,000 paid in by preferred share- 
holders and $400,000 paid in by common 
shareholders. 

“The case presented involves a funda- 
mental principle of accounting, mainte- 
nance of the distinction between capital 
and income. In recognition of this princi- 
ple, it has long been agreed that paid-in 
capital may not be used to absorb ex- 
penses or charges that should be deducted 
from gross income or revenue to deter- 
mine net income.~) While the charge 
involved in the instant case is not relevant 
to a determination of the amount of net 
income, it does raise the cognate question 
of whether payment of redemption prem- 
iums in excess of the amount paid in on 
the shares being retired should first be 
considered to be distributions of available 
earned surplus, rather than of amounts 
paid in on shares still outstanding. 

“In order to maintain a proper distinc- 
tion between capital and income, it is my 
opinion that it is necessaryi to consider the 
entire amount contributed by shareholders 
as capital regardless of whether reflected 
in the accounts as capital stock or as capi- 
tal or paid-in surplus. When a corpora- 
tion by appropriate legal action classifies 
its share capital, with resulting distinc- 
tions in dividend rights, asset priorities, 
voting powers, and other matters, adher- 
ence to the principles mentioned, in my 
opinion, requires appropriate accounting 
recognition of the classification of shares 
not only in respect of the legal or stated 
capital but also in respect of the related 
contributions in excess of legal or stated 
capital. In my opinion, reflection of a re- 
demption premium paid to one class of 
shareholders as a diminution or utilization 

(1) In the course of a formal reorganiza- 
tion, or a quasi-reorganization, a deficit in 
earned surplus may be charged to capital 
surplus. See Accounting Series Releases 


Nos. 1, 15, 16, and 25. 
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of amounts contributed by another class, 
or by shares of the same class still out- 
standing, would ordinarily be inconsistent 
with recognition of these principles in that 
the capital contribution shown for out- 
standing shares would thenceforth be less 
than the amount actually paid in on such 
shares although (1) no amounts were in 
fact repaid in respect of the outstanding 
shares; (2) at the time of the disbursement 
there existed accumulated earned surplus; 
and (3) such earned surplus would there- 
fore be available for distribution as appar- 
ently earned dividends, although in fact 
capital contributed in respect of the out- 
standing shares had not been maintained 
intact. 

“Tt is, therefore, my opinion that in the 
case cited the amount paid preferred 
shareholders in excess of the amounts con- 
tributed by them should be charged to 
earned surplus. Also, if at the time of 
redemption any amounts are paid on ac- 
count of accumulated unpaid dividends, 
such amounts should likewise be charged 
to earned surplus. 

“In the above example an entire issue 
of preferred shares was assumed to have 
been redeemed. If less than an entire 
issue were redeemed it would not, in my 
opinion, ordinarily be proper, in the light 
of the above’ discussion, to charge against 
capital surplus contributed by the pre- 
ferred stock an amount per share in excess 
of the pro rata portion of such capital sur- 
plus applicable to each share of preferred 
stock outstanding prior to the redemption 
in question. 

“In the case cited, all of the capital sur- 
plus represented amounts paid in on 
shares still outstanding. In some cases a 
part of capital surplus may have resulted 
from the prior reacquisition and retire- 
ment of preferred or common shares at 
less than the amounts paid in thereon.(2) 
Such capital surplus does not therefore 
represent any amounts paid in on shares 
still outstanding. Where this condition 
exists, I would ordinarily see no objection 
to utilizing such ecapital surplus for the 
purpose of absorbing the excess of the re- 
demption price over the amounts paid in 
on the shares being retired. 

“There remain to be considerec cases 
in which outstanding preferred stock is 
retired and replaced by new preferred 
stock, usually bearing a lower dividend 
to junior security holders is accomplished 


(2) When capital stock is reacquired and 
retired, it is recognized that any surplus 
arising therefrom is capital and should be 
accounted for as such. See Accounting 
Series Release No. 6 (1938); American 
Institute of Accountants, Accounting Re- 
search Bulletin No. 1 (1939). 


July 








whic 
ings 
unle 
rate. 
of e 
case 
Hol 
eart 
the 





SS, 
ut- 
ent 
lat 
ut- 
2SS 
ich 

in 
ng 


nt 





Securities and Exchange Cominission Release 


which will be reflected in increased earn- 
ings applicable to junior securities, and 
distributed, in increased balances 
In such case, of course, a saving 
In a number of such 
cases arising under the Public Utility 
Holding Company Act of 1935, where 
earned surplus was absent or inadequate, 
the Commission has as a matter of ad- 


unless 
rate. 
of earned surplus. 


ministrative policy raised no objection to a 
procedure designed to offset the redemp- 
tion premiums against subsequent earn- 
ings. However, in such cases it has ordi- 
narily been required that the annual offset 
be not less than the savings effected by 
the lower dividend rate on the new stock 
and that in any case the premiums be fully 
offset within a reasonably short period.” 
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The following is a list of applicants admitted to membership, and asso- 
ciate membership in the Society and also associate members advanced to 
membership at the meeting of the Board of Directors held on June 10, 1943: 


Membership 
Bernstein, Aaron L., 509 Fifth Avenue. 
Brower, John Stanton, Washington, D. C., 
With U. S. Navy Dept. 
Cordner, Terence Anglin, 90 Broad Street, 
With Lybrand, Ross Bros. & Mont- 
gomery. 
Ehrens, William V., 1441 Broadway, 
Of Davidman & Ehrens. 
Feiman, M. Jerry, 295 Madison Avenue, 
Of Sohn, Feiman & Co. 
Feldman, Alexander, 207 Tacoma Ave- 
nue, Buffalo, N. Y. 
Fensterstock, Philip F., 511 Fifth Avenue. 
Gassner, Walter Scott, 165 Broadway, 
With Niles & Niles. 
Gellin, Samuel, 7 E. 42nd Street, 
Of Samuel Gellin & Company. 
Henner, Isidore, 1440 Broadway. 
Holly, Allen H., 170 Broadway. 
Homnick, Abraham, 45 John Street, 
Yonkers, Comptroller, Cameo Cur- 
tains, Inc. 
Karmiohl, Joseph, 45 John Street. 
Kaster, Benjamin C.,, 358 Fifth Avenue. 
Katz, Samuel, 551 Fifth Avenue, 
Of Ernest D. Loewenwarter & Co. 
Kleinman, Samuel, 8505 W. Warren Ave., 
Detroit, Mich., 
With U. S. Army Air Forces, c/o Con- 
tract Audit Section. 
Kraus, Joseph Harold, 99 Wall Street, 
Of Joseph H. Kraus & Co. 
Kress, Arthur W., 15 Park Row, 
Comptroller, Colvin-Slocum Boats, Inc. 
Kuehn, Ray Johnstone, 1012 Liberty Bank 
Bldg., Buffalo, N. Y. 
With Lucker & Severance. 
Lenert, Nathan H., 38 Park Row. 
Plachter, George E., 551 Fifth Avenue, 
With Stern, Porter, Kingston & Cole- 
man. 
Root, Aaron, 398 Broadway, 
With Herman Seidman. 
Rosenman, Max, 727 Frelinghuysen Ave- 
nue, Newark, N. J. 
Of Pausin Manufacturing Company. 
Rosenthal, Imre J., 1450 Broadway, 
Of Rosenthal & Rosenthal. 
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Rubin, Samuel Louis, 205 W. 34th Street, 
With Irving Baron & Company. 
Schenker, Edward, 
With U. S. Navy. 
Scollar, Max, 274 Madison Avenue. 
Sivek, Milton M., 2 Lafayette Street, 
With State of New York, Dept. of Taxa- 
tion & Finance, Commodities Tax 
Bureau. 
Urbach, Sidney, 75 State Street, Albany, 


With Irving L. Simon. 
Wasserman, Abraham H., 55 West 42nd 
Street. 
Wellen, Abraham Louis, 225 Broadway. 
Whinston, Edward, 347 Madison Avenue, 
Of Apfel & Englander. 


Associate Membership 
Altoonian, John, 56 Pine Street, 
With Price, Waterhouse & Co. 
Bennett, Franklyn Rudolph, 
With U. S. Army. 
Cooke, Edward John, 70 Pine Street, 
With Peat, Marwick, Mitchell & Co. 
Davies, Melvin A., 56 Pine Street, 
With Price, Waterhouse & Co. 
Falk, Arthur, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Franck, Irwin M., 80 Maiden Lane, 
With Touche, Niven & Co. 
Friedman, Louis, 80 Centre Street, 
With New York State Income Tax 
Bureau. 
George, H. Lewis, Jr., 
With U. S. Army. 
Hrubec, Anthony Andrew, 350 Madison 
Avenue, 
With Hurdman & Cranstoun. 
Regenbaum, William, 1220 Broadway, 
With Harold Ahrens. 
Samuels, William M., 350 Broadway, 
With Comptroller, City of New York. 
Savin, Harry, 160 East 45th Street. 
Scher, Samuel, 
With U. S. Army. 
Selevan, Irwin, 
With U. S. Army. 
Siegel, Sydney, 125 Park Ave., 
With S. D. Leidesdorf & Co. 
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Elections 


Advancement from Associate Membership Knopp, Russell, 350 West 55th Street. 


to Membership Kopp, Martin H., 125 Park Avenue, 

Andrews, Charles Albert, 67 Wall Street, With S. D, Leidesdorf & Co. ) 

With Arthur Andersen & Co. The number of members in the 
Axel, Samuel, 1220 Broadway, Society as of July 1, 1943, is as 

With Axel & Axel. follows: 
Gallacher, Andrew Keith, 67 Wall Street, = 

With Arthur Anderson & Co. oe iets. 3, “489 
Goldstein, Irving A., 60 East 42nd St., ‘ ie 

With Klein, Hinds & Finke. "ROWAN sce alee 4,323, 
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Authors of Articles In This Issue 





(1) Mitton Rinpter, C.P.A., Author of “Accounting Princi- 
ples and The Administration of The Federal Income 


Tax Law,” has been a member of the Society since 1933. 


(2) Juttus Perrz, Author of “Municipal Cost Accounting,” 


is an associate member of the Society. 


(3) Boris KosTeLtanetz, C.P.A., Author of ‘Accountants’ 
Responsibilities and the Criminal Law,” has been a 
member of the Society since 1937. He is Assistant 
United States Attorney for the Southern District of 
New York. 


(4) Lewis Giuick, C.P.A., Author of “The Navy Eats,” has 
been a member of the Society since 1924. He is at 
present a Lieutenant-Commander of the Supply Corps, 
U. S. Naval Reserve, assigned to the U. S. S. Charles 


Carroll. 
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EXPANDS OR CONTRACTS 
WITH THE JOB 


McBee Keysort is both the world’s 
fastest card system and the most 
flexible. If the accounting job requires 
handling a million cards a day, or just 
a thousand, it’s all the same to Keysort. 
Trained operators are not required, and 
costly machinery or equipment is not 
needed. Ask the McBee representative. 


a THE M¢BEE COMPANY 


os Le 295 Madison Ave., New York 


Offices in Principal Cities 
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Mertens 


on the 


Law of Federal Income 
Taxation 


by 
JACOB MERTENS, Jr. 


of the firm of 


Davies, Auerbach, Cornell & Hardy 
One Wall Street, New York City 


12 Volumes including 1943 Pocket Parts Price $120.00 
A complete restatment of the entire field of federal income 
taxation 
—directing you instantly to the applicable provisions of the law 
and the interpretations and constructions which have been 
placed upon them both administratively and judicially. 
—presenting the quickest way of finding the law, and the only 
way of finding all the law weighed personally by an expert 
in this field as to relevancy and importance. 
—giving you that peace of mind that no other means of research 
will give—the certainty that you have not overlooked other 
decisions in point. 


Kept constantly to date by a monthly pamphlet service, cumu- 
lated every three, six and nine months and cumulated in pocket 
parts at the end of the year’s subscription. 


Terms: 6% discount for cash or $10.00 cash and $10.00 per month. 


Descriptive literature sent on request 


CALLAGHAN & COMPANY 


401 East Ohio Street Chicago, Illinois 
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NeW, SIMPLIFIED 
PAY ROLL SYSTEM 


for 


Withholding Tax, Social Security, War Bonds 
Insurance, and All Other Pay Roll Deductions 


Saves Up “Jo 67% tn Wan Fours 


TrEMENDOUS SAVINGS ARE EFFECTED because with this Shaw-Walker 
simplified system, as you write one pay roll record all figures are auto- 
matically transferred to the two or more other essential records that your 


clients are now writing in separate operations. 


A private showing for accountants is now in progress every day. If time 
does not permit you to visit our display room, phone Murray Hill 6-1100. 
One of our pay roll specialists will gladly show you and your associates 
this simplified Shaw-Walker system, day or evening by appointment. It 


requires only fifteen minutes of your time. 


GHAW-WALKER 


Chrysler Building—MUrray Hill 6-1100 


, “Built Like a 
Skyscraper” 











LARGEST EXCLUSIVE MAKERS OF OFFICE FURNITURE AND FILING EQUIPMENT IN THE WORLD 
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INCREASED 
PRODUCTION 





Covering 
7.war PRODUCTION 
2. FACTORING OF CREDIT RISKS 


a. NOTIFICATION — FINANCING — 
ACCOUNTS RECEIVABLE 
4, NON-NOTIFICATION FINANCING 


Descriptive booklet on request, 


STANDARD FACTORS 


Telephone: 
MUrray Hill 3-4832 


270 MADISON AVE., NEW YORK 





ACCOUNTING PADS 


Sold direct from Manufacturer to you. 


We carry a full line of Analysis pads 
from two to thirty-two columns, includ- 
ing Draft Report. All pads are bound 
fifty sheets to pad. 

Our First Grade pads are ruled on a 
20 lb. Bond made to our rigid specifica- ]} 
tions for surface and erasure wear. Color | 
of paper and Brown and Green ruling || 
are expertly blended to prevent eye-strain. |! 
Paper colors are Buff, White and Prim- 
rose (light green). Sizes 814 x 14 and 
up are punched two holes at top and 
perforated. Sizes 814 x 11 and up are 
punched nine holes at left for ring 
binder. 

Our Second Grade pads are on a good 
quality 20 lb. Bond in Buff only and 
come in the 814 x 14 and up sizes only. 
Punched and perforated. 


Write for samples and Price List 


| ANALYSIS FORMS COMPANY 


216 William Street New York, N. Y. 
BEekman 3-2877 
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